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’ ’
the Oak-Leaf Cluster, or the citation star
of the form as is, has been, or may here-
after be prescribed, or any other decora-

tion that may hereafter be prescribed or
authorized by the Secretary of War.*#

SEc. 7.03 Medals, etc., which may be
manufactured and sold—(a) Authority
may be granted to private individuals,
firms, and corporations to sell or-to man-
ufacture and sell—

(1) Service medals.

(2) Service ribbons or extra ribbons
pertaining to the service medals.

(3) Service ribbons or extra ribbons
pertaining to the several War Depart-
ment decorations.

(4) Authorized miniature replicas of
the War Department decorations, minia-
ture oak-leaf clusters, or service medals.

(5) Authorized miniature suspension
ribbons of decorations and service
medals.

¢6) Lapel buttons and lapel ribbons
pertaining to the several decorations and
service medals. -

(T The lapel button to be worn as
evidence of military service.

(8) Clasps and bronze stars pertinent
to the Victory Medal.

(9), Badges and bars awarded by the
War Department for marksmanship,
gunnery, bombing, etec. w .

(10) Aviation badges.

(11) War Department General Staff
identification.

(12) Identification badge, Organized
Reserves.

(13) Fourragere.

(14) Rosette for Medal of Honor.

(15) Heroic size decorations or service
medals for grave markers only, no
smaller than twice the size of the full-
size devices.

(b) Variation from any of the pre-

scribed or authorized forms and sizes is
not permitted, nor is it permitted to sell
or to manufacture and sell any device
not enumerated in (a) above which in-
corporates any distinctive part of any
of the articles covered by the act cited
in section 7.01.*#
- SEc. 7.04 Application required, In
dividuals, firms, or corporations desiring
to enter into the sale or manufacture and
sale of articles covered by these regula-
tions should address The Adjutant -Gen-
eral, Washington, D. C., who will furnish
necessary agreement form and detailed
instructions. Applicants should state
whether authority for sale only or for
manufacture and sale is desired.* #

Sec. 7.05 Certificate of authority. A
certificate of authority to sell or to maru-
facture and sell articles covered by these
regulations will be granted only upon
agreement in writing by the applicant to-
abide by the following provisions:

(a) The certificate of authority will
authorize the person designated thereon
to sell or to manufacture and sell the ar-
ticles enumerated in section 7.03.

(b) Certificates of authority to sell or
to manufacture and sell will be valid for
three years from date of issue. Appli-
cations for renewal should be filed sixty
days prior to expiration of certificate.

(c) A certificate is valid only for the
individual, firm, or corporation, and ad-

FEDERAL REGISTER, Friday, February 10, 1939

dress stated thereon. Any change which,
occurs should be immediately reported so
that a new certificate may be issued.* #

Sec. 7.06 Uniformity of design. (a)
In order to secure uniformity of design
any individual, firm, or corporation au-
thorized under these regulations to man«
ufacture and sell any of the articles listed
in section 7.03 must obtain from the
United States Mint at Philadelphia, .
Pennsylvania, the proper working dies for
service medals, Victory buttons, aviation
badges, and other articles for which dies
have been prepared by the mint.

(b) Articles for which dles are not ob-
tainable from the mint must conform to
regulations and specifications issued by
the War Department.* #

SEc. 7.07 Sales, to whom authorized—
(a) Individuals. (1) Sales of miniature
replicas (also called mintatures), the
fourragere, lapel buttons, clasps, bronze
stars, and ribbons, listed in section 7.03
will be made only to persons able to
prove their right to purchase by exhibit-
ing the decoration or service medal
awarded by the War Department or the
certificate of award or officlal copy of
citation order. ’

(2) Sales of service medals, War Do«
partment General Staff identification,
aviation badges, badges for marksman-
ship, gunnery, bombing, etc., will be made
only to a person able to prove that he is
entitled to the service medal or badge
desired by exhibiting some officlal paper
or document, such as discharge certifi«
cate or true copy thereof, a letter from
an officer of the War Department, or
other official document, containing defl-
nite proof of service or authority to wear.

(3) Should the intending purchaser be
unable to furnish the evidence required,
he should be directed to make applica-
tion to The Adjutant General for the
required proof.

(b) Dealers, individuals, firms, or cor-
porations authorized under the provi-
sions of these regulations to sell to indi-
viduals may sell to dealers upon produc-
tion of proper certificate of authority
for the dealer to make sales in accord-
ance with the provisions of these regula-
tions. Dealers must purchase from au«
thorized manufacturers or dealers.*#

SEC. 17.08 - Violations; revocation of
authority; penalties, A ceértificate of au~
thority may be refused, revoked, or re~
newal thereof denied, upon proof of in-
tentional violatibn of the act cited in
section 7.01. Such violations are subject
also to the penalties deseribed in the
act. A repetition or continuation of o
violation after official notice thereof will
be deemed prima facle evidence of inten-
tional violation. In the evenft of revoca-
tion or nonrenewal of a certificate of au-
thority, permission may be granted, upon
application, for disposal within a reason-
able period of any articles not in conflict
with the act.* #

Sec. 7.09 Government contracts and
agreements not affected. None of the
foregoing provisions will be construed so
as to prohibit private individuals, firms,
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and corporations, with whom contracts
have been or may be made for the pur-
pose, from manufacturing for and s=ell-
ing to the Government any of the dec-
orations, service medals, badges, buttons,
etc., awarded by the War Department.*#
Sec. 7.10 Restricted use of War De-
partment devices. The War Department
devices covered by the act cited in sec-
tion 7.01, or any distinctive parts or col-
orable imitation thereof, will not be used
by any organization, society, etc., without
prior written approval from the Secre-
tary of War.*#
[seavnl E. S. Aparts,
IMajor General,
The Adjutant General.
[F. R. Doc. 39-467; Filed, February 9, 1939;
30:31 a. m.]

CHAPTER V—NMILITARY RESERVATIONS AND

NATIONAL CEMETERIES
PART 52—REGULATIONS AFFECTING MILITARY
RESERVATIONS
" Real Estate
Sec. 52.08 ° Disposal—(a) Termina-
tion of leases.
£ 3 * * * x

(2) Cancelation* Where a lease con~
tains a cancelation privilege or where the
lessor will consent to cancelation if de-
sired by the Government before the ex-
piration date of the lease, the field agent
of The Quartermaster General having
custody of the lease will serve notice of
cancelation upon the lessor in accord-
ance with the terms of the lease or, when
not provided in the lease, will obtain
from the lessor acceptance of cancela-
tion, provided that leases containing a
renewal privilege at a rental substantially
lower than the prevailing rate will not
be canceled without the prior approval
of The Quarfermaster General,

- In instances where leased premises are
no longer needed and the lessor will not
consent to termination prior to the ex-
piration date of the lease, efforts will
be made to sublease the premises to &
desirable tenant in accordance with
paragraph 4 of the lease. I no tenant
can be secured, or if the lease does not
permit subleasing, report will be sub-
mitted to The Quartermaster General
to determine whether any other Govern-
ment agency desires the use of the prem-
ises for the unexpired term of the lease.

A notice of cancelation will be prepared
in triplicate. The lessor will, whenever
possible, be required to execute on all
three numbers of the cancelation notice
an acknowledgement of receipt thereof.
Should the lessor refuse or fail to do so,

" the officer serving the notice will certify

thereon as to the fact, date, and method
of service. -
Two signed numbers thereof will be

.immediately forwarded to The Quarter-

master General, who will retain one orig-
inal for file in his office and forward the

1These regulations supersede subparagraph

_ (2), paragraph (a), Section 52.08, Title 10,

of the Code of Federal Regulations.

other to the General Accounting Office,
Audit Division. A slemed copy will bz

"delivered to the lessor.

L d L J & *® *

(R. S. 161; 5 U. S. C. 22) [AR 30-
1425, Sept. 30, 1933; C 2, Dec. 19, 1938]

{sear] E. 5. Apans,
Iajor General,
The Adjutant Generel.

[F. R. Doc. 39-4€3; Filcd, Fcbruary 9, 1839;
10:31 o, m.]

TITLE 24—HOUSING CREDIT

- HOME OWNERS'’ LOAN
CORPORATION

PART 403—PROPERTY MANAGEMENT

APPOINTMENT OF DEPUTIES TO ACT UNDER
SECTION 403.14

Amending Part 403 of Tille 24 of the
Code of Federal Regulations

[Effective January 23, 1939]

The second paragraph of Section
403.14 is amended to read as follows:

The State and District Managers may
incur or approve charges in behalf of
the Corporation for expenses made or
incurred in the performance of any of
the functions or duties required or au-
thorized to be done by this Chapter in
any case where the amount thereof does
not exceed $500, provided that where
such amount exceeds $500 the approval
of the Regional Manager shall first be
obtained. The Regional Manager in his
discretion may place limitations on such
authority of State and District Manargers
in amounts less than $500. The appoint-
ment of deputies to exercice the author-
ity hereinabove vested in the State and
District Managers shall be limited to
employees of the Property Manarement
Diyision recommended by the Assistant
Regional Manager in Charge of Prop-
erty Management. Other employees of
the Corporation may bz deputized, in
accordance with prescribed procedure
upon the recommendation of the Dzputy
General Manager in Charge of Properiy
Management, and with the approval of
the General Manager, to exercise the
authority hereinabove vested in the State
and District Managers. The Hmitations
imposed by this paragraph on the ap-
pointment of deputies shall not restrict
the appointment of deputies to slgn re-
conditioning contracts and other recon-
ditioning forms when the expenditure
has been authorized in accordance with
the regulations. This paragraph shall
not be construed in such manner as to
prohibit the State and District Mangagers
to authorize, generally or in specific
cases, fee or salaried reconditioning in-
spectors,. or reconditioning Supervisors
of the Corporation to award supple-
mental contracts for extras in connection
with the reconditioning of properties
under the jurisdiction of the Property
NManagement Division or of properties of
which a sale is completed and recondi-
tioning was previously authorized; pro-
vided, that the total amount of the orig-
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inal and supplemental contracts shall
not exceed the sum authorized for recon-
ditioninz in any casz unlezs a greafer
amount than originally authorized is
approved by an official hav'ngy jurisdic-
tion to authorizz such total amounis.

(Home Owners' Ioan Act of 1833 (48
Stat, 128, 129) as amendsed by Sszctions 1
ond 13 of the Act of April 27, 1934 48
Stat. €43-64T) and particularly by sub-
Sections a and k of Section 4 of said Act
as amended)

Adopted by the Fedsral Home Loan
Bank Board on January 3, 1939.

[sEAL] R. L. Nacre,
Secretary.
[F. R. Doe. 33-463; Filed, February 8, 1933;
1:21 p. m.}

{Adminlztrative Order No. 597]
Pany 405—RECONDITIONING

FROCEDURE XY CONNECTION WITE AWARDING
EXIRAS AND CREDITS

Amending Part 405 of Title 24 of the
Code of Federal Regulations
[Effective January 23, 1939]

It is hereby ordered that the nmumber
of Szction 405.01-14 be changed to Sec-
tion 405.01-13 and that the following Sec-
tions bz amended and numbered Sections
405.01-14, 405.01-15, 405.01-16, and
405.01-17, to read as follows:

‘Sce. 405.01-14 When a reconditioninz
expenditure or advance has been au-
thorizzd in accordance with the rezula-
tions, the Regxional, State, and District
Managers, or thelr duly anthorized
deputies, are authorized to ezecute on
behalf of the Corporation all recondi-
tioning contracts and reconditioning
forms. Employees of the Appraizal and
Reconditioning Division, or other em-
ployees of the Corporation in accordance
with applicable procedure may b2
appointed as such deputies to execute
reconditionine contracts and forms.

Sec. 405.01-15. In those cases where
the need for extra work arises in con-
nection with reconditioning of proper-
tHies securing mortgages or other liens,
such extra work may be authorized by
the District- or Sfate Managers, pro-
vided the sum of the original confract
together with the extra does not exceed
the amount of the original authorization
on Form R-TA or Form R-7-B. If the
sum of the extra together with the
amount of the original confract exceeds
the amount of the original authoriza-
tion, then such extra work may be au-
thorized by the Rezional Mapager. ‘The
asreement for extra work shall be evi-
denced on the approved contract form,
R-104-E, and shall be signed by the
contractor and mortgager or vendee and
approved by the District, State or Re-
gdonal Manaser. Competitive bids may
be walved where, in the opinion of the
State or District Réconditioning Supar-
vizor it is impossible or impracticable te
obtain such bids, in which event a cer-
tification to this effect shall accompany
the supplemental contract form.
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Sec. 405.01-16 In those cases where
the need for extra work arises in con-
nection with reconditioning of properties
under the jurisdiction of the Property
Management Division, or of property of
which a sale is completed and recondi-
tioning was previously authorized, and
the cost of such extra, together with the
amount of the original contract, does not
exceed the amount previously authorized,
the Regional, State, or District Manager
may authorize generally in writing or
verbally in specific cases fee or salaried
Reconditioning Inspectors or Recondi-
tioning Supervisors of the Corpora-
tion to award a supplemental con-
tract for the extra work, When such
Reconditioning Inspectors or such em-
ployees are thus authorized to award a
supplemental contract for extras, they
may direct the conftractor to begin the
performance of such extra work imme-
diately upon obfaining a supplemental
contract, Form R-104-E, execubted by
the contractor. The supplemental con-
tract which the contractor has thus ex-
ecuted shall be promptly transmitted for
execufion by the Regional, State, or Dis~-
trict Manager, and the signing thereof
shall be accepted as sufficient evidence
of the authority to award the supplemen-
tal contract. However, the execution of
such contract on behalf of the Corpora-
tion shall not delay the commencement
of the work. Competitive bids may be
walved when such Inspector or employee
is of the opinion that it is impossible
or impracticable to obtain competitive
bids, in which event a statement to this
effect shall accompany the contract form.

In cases where the sum of the extra,
together with the original contract, ex-
ceeds the amount of the original author-
ization, then such extra shall be proc-
essed for authorization by the Regional,
State, or District Manager in accordance
with the provisions of Chapter IIT appli-
cable to the incurring of charges for re-
conditioning. Competitive bids may be
waived when the State or District Re-
conditioning Supervisor is of the opinion
that it is impossible or impracticable to
gbtain such bids, in which event a cer-
tification to this effect shall accompany
the contract form.

Sec. 405.01-17 Agreements respect-
ing omissions from the original contract,
when the sum of the credit has been ap-
proved as fair and reasonable by the
Reconditioning Supervisor, shall be evi-
denced on Form R-104-E, or other ap-
proved form, and signed by the contrac-
tor and the District, State, or Regional
Manager in cases under the jurisdiction
of the Property Management Division,
and signed by the Contractor and the
home owner and approved by the Dis~
trict, State, or Regional Manager in
cases not under the jurisdiction of the
Property Management Division.

(Ahove procedure promulgated by
General Manager and General Counsel
pursuant to authority vested in them
by the Federal Home Loan Bank Board
acting pursuant to Home Owners’ Loan
Act of 1933 (48 sStat. 128, 129) as

amended by Sections 1 and 13 of the Act
of April 27, 1934 (48 Stat. 643-647) and
particularly by sub-Sections a and k of
Section 4 of said Act as amended.)
Promulgated by the General Manager
and the Associate General Counsel of
the Home Owners’ Loan Corporation.

[sEAL] R. L. NAGLE,
Secretary.
[F. R. Doc. 39-457; Filed, February 8, 1939;
> 1:19 p. m.}

"PART 405—RECONDITIONING

EXECUTION OF RECONDITIONING CONTRACTS
AND FORMS AND THE AWARDING OF SUP-~
PLEMENTAL CONTRACTS FOR RECONDITION-
ING EXTRAS

Amending Part 405 oF Tille 24 of the
Code of Federal Regulations
[Effective January 23, 1939]

Section 405.01 is amended by adding
two paragraphs to read as follows: -

The Regional, State, and District
Managers, or their duly authorized dep-
uties, are authorized to execute on behalf
of the Corporation all reconditioning
contracts and reconditioning forms-in all
cases where the expenditure or advance
has been authorized in accordance with
the regulations.

Regional, State, and District Man-
agers within the limitations now or here-
after prescribed by the regulations may
authorize, generally or in specific cases,
fee or salaried reconditioning inspectors,
or reconditioning supervisors of the Cor-
poration to award supplemental contacts
for extras in connection with the recon-
ditioning of properties under the juris-
diction of the Property Management; Di-
vision or of properties of which a sale is
completed and reconditioning was pre~
viously authorized. The total amount of
the original and supplemental contracts
shall not exceed the sum authorized for
reconditioning in any case unless a
greater amount than originally author-
ized is approved by an official having
jwrisdiction to authorize such total
amounts.

(Home Owners’ Loan Act of 1933 (48
Stat. 128, 129) as amended by Sections
1 and 13 of the Act of April 27, 1934 (48
Stat. 643-647) and particularly by sub-
Sections a and k of Section 4 of said Act
as amended.)

Adopted by the Federal Home Loan
Bank Board on January 3, 1939.

[sEaL] R. L. NAGLE,
Secretary.
[F. R. Doc. 39-458; Filed, February 8, 1939;

1:20 p. m.]

[Administrative Order No. 923]
ParT 409-—INSURANCE
REINSTATEMENT AFTER LOSS

Amending Part 409 of Title 24 of the
Code of Federal Regulations

[Effective January 23, 1939]

The first paragraph of Section,

409.03-4 is amendgad to read as follows:

N
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A reinstatement of insurance is neces«
sary if the amount of loss is In excess
of $200.00 and the remaining instiranco
in force is not sufficlent to fulfill
requirements,

“(Above procedure promulgated by
General Manager and General Counsel
pursuant to authority vested in them by
the Federal Home Loan Bank Board
acting pursuant to Home Owners’ Loan
Act of 1933 (48 Stat. 128, 120) ad
amended by Sections 1 and 13 of the
Act of April 27, 1934 (48 Stat. 643-647)
and particularly by sub-Sections a and k
of Section 4 of sald Act as amended.)

Promulgated by the General Manager
and the Associate General Counsel of
the Home Owners’' Loan Corporation.

[sEAL] R. L. NAGLE,
| Secretary.
[F. R. Doc, 39-459; Filed, Februaty 8, 1030;
1:20 p. m.]

[Administrative Order No. 250]

PART 402—LOAN SERVICE
PAYMENT OF TAXES

Amending Part 402 of Title 24 of the
Code of Federal Regulations

~  [Effective February 1, 1939]

Section 402.03-65 1s amended to read
as follows:

(Arrt. 203-65) The Regional Manager
may authorize advances to home owners
for and direct the payment of tfaxes,
assessments, ground rents, or other levies
or charges in cases considered insoluble
by the Analysis and Review Section,

Unless otherwise directed by the Dep-
uty General Manager in Charge of the
Loan Service Division, the Reglional Man-
ager shall authorize advances for and
direct the payment of all delinquent
taxes, - assessments, ground rents, or
other levies or charges prior to the in«
stitution of foreclosure proceedings in
cases where foreclosure or the acceptance
of a deed in lieu of foreclosure is author«
ized by him. To the end that interest
and penalty charges may be avoided in
such cases he shall also direct the pay-
ment of current taxes (1. e., taxes which
are payable without interest or penally
charges) as such items become payable,
either prior to foreclosure or acceptanco
of a deed in Heu thereof, or after fore-
closure has been commenced, in juris«
dictions where such payments automati-
cally become g part of the mortgage debt;
and, provided he determines that inter-
est or penalty charges of 2% or moro
would probably accrue otherwise on such
items prior to the acquisition of complete
title by the Corporation, in jurisdictiong
where such payments do 'not automati«
cally become & part of the mortgage debt,
Exceptions may be made in those juris-
dictions where current taxes can be only
secured or included in the redemption
price of the property if paid after inter«
est or penalty charges have accrued. In

<
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such instances current taxes shall be
advanced after the smallest amount of
interest or penalty charges have accrued,
provided such charges do not exceed 2.
If such initial penalty charges exceed
29%, it shall be considered in the best in-
terest of the Corporation to make ad-
vances for such current taxes prior to
the accrual of any interest or penalty
charges without regard to security.

In cases where security for advances
for taxes, assessments, ground rents, or
other levies or charges may be had
through some affirmative action in con-
nection with the foreclosure proceedings,
the Regional Manager, with the advice
of Regional Counsel, shall direct such
action be taken when he considers it in
the best interest of the Corporation, upon
consideration of the amount of the ad-
vance, the cost of such action, the delay
which may be involved, and the prob-
ability of Joss to the Corporation.

The Regional Manager shall direct the
- payment of all taxes, assessments, ground
rents, or other levies or charges coming
due on properties owned by the Corpora-
tion in ample time to avoid the payment
of interest or penalty charges.

The Regional Manager may also direct
payment of taxes, assessments, ground
rents, or other levies or charges where
the home owner has deposited under a
Special Deposits arrangement a sum suf-
ficient to pay such items and may in his
discretion authorize advances of not
more than $10.00 where the amount in
the Special Deposits Account is insuf-
ficient to that extent to pay the item or
items presently to be paid and the
" Regional Manager determines that the
making of such advances will be in the
, best interests of the Corporation.

Except as otherwise provided no ad-
vance shall be made for the account of
any home owner to pay taxes, assess-
ments, ground rents or other levies or
. charges until it is necessary to prevent
the security of the Corporation from be-
ing extinguished by the expiration of the
redemption period or for some other
cause, except that, if by reason of ex-
cessive penalties or for other reasons the
Regional Manager considers it advisable
in any case or class of cases fo cause such
items to be paid, he shall refer the matter
to the General Manager for decision.

(Above procedure promulgated by
General Manager and General Counsel
pursuant to authority vested in them by
the Federal Home Loan Bank Board act-
ing pursuant {o Home Owners’ Ioan Act
of 1933 (48 Stat. 128, 129) as amended by
Sections 1 and 13 of the Act of April 27,
1934 (48 Stat. 643-647) and particularly
by sub-Sections a and k of Section 4 of
said Act as amended.)

Promulgated by the General Manager
and the Associate General Counsel of the
Home Owners’ Loan Corporation.

_ [sEarl R. L. NagGLE,
Secretary.

[F. B. Doc. 39-464; Filed, February 8, 1839;
1:23 p. m.] .

[Administrative Order No, 508}
PaArT 405—RECONDITIONTIG
IIASTER SPLCIFICATIONS

Amending Part 405 of Chapter IV, Title
24 of the Code of Federal Regulations
by amending Section 405.01-3¢

(Efficctive Fobruary 1, 1039)

Section 405.01-3. Llaster Specifica-~
tions.—

(ArT. 501-3.) ‘The Master Specifica-
tions prepared by the Reconditioning
Section of the Home Office, with any
addenda approved by the Chief of the
Reconditioning Section, shall be used in
the preparation of specifications and
agreements in connection with all re-
conditioning activities of the Corpora-
tion where the cost of the work exceads
$25.00. ‘The scope of the work shall be
listed under the appropriate trade classi-
fications upon the approved contract or
work order form and reference made to
the applicable cection and parasraph of
the Master Specifications governing such
work. Any Individual job specifications,
prepared by others, shall he approved by
the District Reconditioning Supervisor
and identified and attached to the agree-
ment form. In the preparation of R—4-
D inspection reports, inspectors chall
make appropriate reference to the zp-
plicable provisions of the Master Speci-
fications governing the character and
quality of the work and equipment
deemed advisable to effect the recondi-
tioning involved, in _order that the Re-
conditioning Supervisor may prepare
specifications therefrom vwith minimum
editing. .

(Above procedure promulgated by
General Manager and General Counsel
pursuant to authority vested in them by
the Federal Home Lsan Bank Board
acting pursuant to Home Owners’ Loan
Act of 1933 (48 Stat. 128, 129) as
amended by Sections 1 and 13 of the
Act of April 27, 1934 (48 Stat. 643-647)
and particularly by sub-Sections a and
k of Section 4 of said Act as amended.)

Promulgated by the General Manager
and the Associate General Counsel of
the Home Owners' Loan Corporation.

[sEarl R. L. NacLy,
Secretary).
[F. R. Doc, 39-461; Filed, February 8, 1639;
- 1:21p.m.]

[Administrative Ordcr o. 629]

PART 400—LIrGAL
SETTLLLIENT OF CLAILIS; SALES CONTRACIS
Amending Part 406 of Chapter IV, Title

24 of the Ceode of Federal Requlations
[Efective February 1, 1639]

Section 406.03-6, Settlement of
Claims-Sales Contracts, is amendcd by
revoking and deleting the sgcond para-
graph of said cection, to be effective as
of February 1, 1939.

(Above order promulgated by Gen-
eral Manager and General Counsel pur-

\suant to authority vested in them by the
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Federal Home Loan Bank Baard acting
pursuant to Home Owners’ Loan Act
of 1933 (43 Stat. 128, 129) as amended
by Sections 1 and 13 of the Act of April
27, 1934 (438 Stat. 643-647) and par-
ticularly by sub-Szctions 2 and Ik of Szec-
tion 4 of sald Act as amendzd.)
Promulgated by the General Man-
ager and the Aczociate General Counsal
of the Home Owners’ Lozn Corporation.

[seaLl R. L. NacLe,
Secretary.
[P. B. Dsc. 33-443; Filed, February 8, 1833;
1:22 p. m.] ]

[Adminiztrative Order No. 733]
PART 407—TREASURY

EOQROWER'S SETTLEMENT AGENT

Amending Part 407 of Chapter IV, Title
24 of the Code of Federal Regulations

[Effective February 1, 1339]

Section 407.50-19 second paragraph,
Borrower's Settlement Agent iIs amended
to read as follows:

(Art. 750-19, second paragraph.)

Yhen the clozing agent is other than
a State or District 2Manager, the releass,
cancelled note and mortrage, and other
papers to which the borrower is entiflzd,
as specified by the Regional Counsel,
shall, where practicable, bz delivered
perconally by an employee of the Corpo-
ration to the closing agent in exchange
for cash, a cashier’s check or check car-
tified by 2 bank of Imown responsibility
for the full amount of the obligation.
The date such funds are received by the
Corporation’s employee shall be accented
as the date on which payment was re-
ceived by the Corporation. YWhere par-
conal delivery is not practicabls, thsz
Rexional Manager, with the approval of
the Regional Counssl, is authorizzd to
approve the delivery by mail {o any
reputable and responsible closing agznt.
When remittance to the Corporation is
made by the clozding agent by mail, the
malling date (as evidenced by the post-
mark on the envelope fransmifting such
payment to an office of the Corporation)
sholl be accepted as the date on which
the payment was recelved by the
Corparation.

(Above procedure promulgated by
General Manager and Gensrgl Counsel
purcuant to authority vested in them by
the Federal Home Ioan Bank Board act-
ing pursuant to Home Owners’ Loan Act
of 1933 (48 Stat, 123, 129) as amended
by Sections 1 and 13 of the Act of April
27, 1934 (48 Stat. 643-647) and par-
ticularly by sub-Szctions a and Iz of Sec-
tion 4 of said Act 25 amended.)

Promulzated by the Gzneral Manager
and the Asccelate General Counsal of the
Home Owners’ Loan Corporation.

[szar] R. IL. NacLz,

Secretary.
[P. B. Doc, 33-462; Filcd, February 8, 1933;
1:22 p, m.]
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TITLE 26—INTERNAL REVENUE
BUREAU OF INTERNAL REVENUE
[Regulations 101]

IncoME TAX UNDER THE REvﬁNUE Act
orF 1938

INTRCBUCTORY

These regulations deal with the in-|.

come tax imposed by the Revenue Act of
1938.

‘The main body of these regulations
deals with 'Titles I, IA, and VI of that
Act. Certain provisions of the Act found
in Titles IIT and V and regulations in-
terpretative thereof have been inserted
in the Appendix, for example, section
820, relating to mitigation of effect of
limitation and other provisions in in-
come tax cases, and section 602, relating
to the excess-profits tax. In addition,
certain general provisions of prior Acts,
and the regulations issued thereunder,
which are applicable to the income taxes
imposed by the Revenue Act of 1938,
have been inserted in the Appendix.
The table of contents immediately pre-
ceding the Appendix shows the scope
and nature of the material included
therein.

The numbering of the respective
articles in the body of the regulations

follows the plan adopted in Regulations [

86, prescribed under the Revenue Act of
1934, and used in Regulations 94, pre-
scribed under the Revenue Act of 1936.
In accordance with this plan, the num-
bers of the sections of the Act are used
as key numbers, followed by a dash (-),
with the number of the article placed
after the dash. By this means anyone
who desires to learn how a given sec-
tion or subsection of the Act has keen
interpreted by the Bureau can readily
and quickly find that interpretation by
using the key number. Thus, if one de-
sires to learn what interpretation has
heen placed on section 21 of the Act, he
should turn to article 21-1 of the regu-
lations. In some cases several articles
are necessary in the interpretation of
different phases of one section or sub-
section or paragraph of the Act. For
example, section 23 (m), dealing with
“Depletion,” requires many articles.
Each of them, however, is designated by
the key 23 (m); for example, article 23
(m)-~1, article 23 (m)-2.

The regulations proper have been di-
vided into" chapters. The material to
be found in each respective chapter is
shown in the “Contents.” The classifi-
cation of the material by chapters fol-
lows the arrangement of the correspond-
ing sections of the Act.

CONTENTS
CHAPTER I
Scope of Regulations -

Title I-~Income Tax, Subtitle A—Introduc-
tory Provisions

[The section numbers refer to the Revenue
Act of 1938 and the article numbers to
Regulations 101]

Section 1. Application of title.
Artlcle 1-1. Scope of regulations.

Section 2. Cross references.
Section 3. Classification of provisions.
Article 3-1. Division of regulations.
Section 4. Special classes of taxpayers.
Article 4-1. Application of regulations to
special classes of taxpayers.

CHAPTER IT
® Rates of Tax

Subtitle B—General Provisions, Part I—
Rates of Tax

Section 11. Normal tax on individuals,
Article 11-1. Income tax on individuals,

11-2. Citizens or residents of the
United States liable to tax.

11-3. Who is a citizen.

Section 12. Surtax on individuals.
Artlcle 12-1. Surtax.
12-2. Computation of surtax.
Section 13. Tax on corporations in general.
Article 13-1. Tax on corporations in gen-
eral,

13-2. Tax under general rule.

13-3. Alternative tax (corporations
with net incomes slightly
more than $25,000).

13-4. Corporations in bankruptey
or receivership, joint-stock
land banks, and rental
housing corporations.

Sectign 14, Tax on special classes of corpora-
ons,
Article 14-1. Tax on special corporations.
Section 15. Corporate taxes effective for two
taxable years.

CHAPTER IIX
Gross Income—Net Income
Part II—Computation of Net Income

Section 21. Net incoms.
Article 21-1, Meanirg of net income.
Sectici)n 22 (a). Gross income: General defini-
on. .
Article 22 (a)—1. What included in gross
income.
22 (a)-2. Compensation for personal
services.
22 (a)-3. Compensation paid other
than in cash,
* 22 (a)-4. Compensation paid in
‘Totes.
22 (a)-5. Gross income from busi-
ness.
- 22 (a)-6. State contracts.
22 (a)-17. Gross income of farmers.
22 (a)-8. Sale of stock and rights.
22/(a)~-9. Sale of patents and copy-
rights,
22 (a)-10. Sale of good will.
22 (a)-11. Salle tof real property in
ots.
22 (a)-12. Annuities and insurance
policies,
22 (a)-13. Improvements by lessees.
22 (a)-14. Cancellation of indebted-

ness.

22 (a)—15. Creation of sinking fund
by corporation.

22 (a)-16. Acquisition or disposition
by a corporation of its
own capital stock.

22 (a)~17. Contributions to corpora-

- tion by shareholders.

22 (a)-18. Sale and purchase by cor-
poration of its bonds.

22 (a)—19. Sale of capital ascets by
corporation.

22 (a)-20. Income to lessor corpora-
tion from leased prop-

erty.
22 (a)-21. Gross income of corpora-
tion in liguidation.
Section 22 (b). Gross income: Exclusions
from gross income. *
Artlcle 22 (b)-1. Exemptions — Exclusions
from gross income,
22 (b) (1)-1. Life Insurance—Amounts
P paid by reason of the
death of the insured.
22 (b) (2)-1. Life insurance —Endow-
ment contracts—
Amounts paid other
than by reason of the

death of the insured.
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22 (b; {2)-2. Annuities,
22 (b) (3)~1. Gifts and bequests,
22 (b) (4)~1. Interest upon Stato oblle

gations.

22 (b) (4)-2. Dividends and interest
from Federal land
banks, Fedoral intot«
mediate credit banky,
national farm-loan ag«
soclations, banks for co~
operatives, and produo-
tion credit corporations
and associations,

22 (b) (4)-8. Dividends from Fedoral
reserve banks,

22 (b) (4)-4. Interest upon Unitod
States obligations,

22 (b) (4)-5. Treasury bond exemption
in the case of trusts or
partnerships,

22 (b) (4)-6. Interest upon United
States obligations in
the cage of nonresident
alfens and certain for«

. elgn organizations,
Section 22 (¢). Gross income: Inventories.
Article 22 (¢)~1. Need of inventories.
22 (c)-2. Valuation of inventorles.
22 (c)-3. Inventories af cost,
22 (c)-4. Inventorfes at cost or
market, whichover i3

lower.,

22 (c)-b. Inventories by denlers in
securities,

22 (c)-6. Inventorles of lve stook
rafsers and othor farms«

ers,
22 (¢)~7. Inventories of minors ancd
manufactitrors.
22 (c¢)-8. Inventories of rotail mor«
chants,

Section 22 (d). Gross income: Inventories in

certaln industries.
Article 22 (d)~1. Inventorles of tanners,
and preducers and proo=
,essors of cortaln none
ferrous metals,
22 (d)-2. Time and manner
making election,
22 (d)~-3. Adjustments to bo made
by taxpayer.
22 (d)-4. Revocation of election,

Section 22 (e). Gross income: Distributions
by corporations.

Section 22 (f). Gross income: Detormination
of gain or loss.

Section 22 (g). Gross Income: Grosy Income
from sources within and without United
States.

Section 22 (h) Gross income: Forelgn por-
sonal holding companies.

Section 22 (1) Gross income:
dends.

Consent divi-

CHAPTER 1V
- Deductions From Gross Income

Section 23 (a). Deductions from gross in-
come: Expenses,
Article 23 (a)-1. Business exponses,
23 (a)-2. Traveling expenses,
23 (a)-3. Cost of materialy,
23 (a)—4. Repairs.
23 (a)-5. Professional expensos.
23 (a)~6. Compensation for personal
- scrvices,
23 (a)-17. Treatment of
compensation.
23 (a)-8. Bonuses to omployecss
23 (a)~9. Pensions -—— Compensation
for injurles.
23 (a)-10. Rentals,
23 (a)-11. Expenses of farmers.
23 (a)~12. Dopositors’ guaranty
T

oxcessivo

und.
23 (a)~13. Corporato contributions.
Section 23 (b). Deductions from pross ine
come: Interest.
Article 23 (b)~-1. Interest.
Section 23 (¢) Deductions from gross incomo:
Taxes generally.
Article 23 (¢)—1. Taxes.
23 (¢)-2. Federal duties and exclse
taxes.
23 (c)-3. Taxes for local boneflts.

of
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Section 23 (d). Deductions from in-
" come: Taxes of shareholder pald by
corporation.
Article23 (d)~-1. Tax on bank or other
. stock.

Section 23 (e). Deductions from gross in-
come: Losses by individuals.
Article 23 (e)-1. Losses by individuals.
23 (e)—2. Voluntary removal
buildings,
23 (e)-3. Loss of useful value.
23 (e)—4. Shrinkage in value of
stocks.
23 (e)-5. Losses of farmers.
Section 23 _(f). Deductions from gross in-
come: Losses by corporations.
Article 23 (f)-1. Losses by corporations.
Section 23 (g). Deductions from gross in-
come: Capital losses.
Article 23 (g)-1. Capital losses.
Section 23 (h). Deductions from grox in-
come: Wagering losses.
. Section 23 (i). Deductions from gross in-
come: Basis for determining loss.
Article 23 (i)-1. Basis for determining loss.
Section 23 (j). Deductions from gross in-
come: Loss on wash sales of stock or
securities.
Section 23 (k). Deductions from gross in-
come: Bad debts.
- Article23 (k)-1. Bad debts.
23 (k)—2. Examples of bad debts.
23 (k)-3. Uncollectible deficlency
upon sale of mortgaged
pledged property.

of

23 (k). Worthleas bonds and simi-,

1ar obligations.
; 23 (k)-5. Reserve for bad debts.
Section 23 (1). Deductions from gross in-
. come: Depreciation.
Article 23 (1)-1. Depreciation.
23 (1)-2. Depreciable property.
' 23 (1)-8. Depreciation of intangible

property.
23 (1)—4. Capital sum recoverable
through depreciation
allowances.
23 (1)-5. Method of computing de-
preciation allowance.
23 (1)—6. Obsolescence.
23 (1)-7. Depreciation of patent or

copyright.
23 (1)-8: Depreciation of drawings
and models.
23 (1)-9. Records  of

property.
23 (1)-10. Depreciation in the case
o of farmers.
Section 23 (m). Deductions from gross in-
- come: Depletion.
Section 23 (n). Deductions from gross in-
1:come. Basis for depreciation and deple-
ion.
Article23 (m)—1. Depletion of mines, oll
and gas wells, other
. natural deposits, and
timber; depreciation
of improvements.

23 (m)—2. Computation of deple-
tion of mines, oil and
gas wells, and other
natural depcslts with-
out reference to dis-

~ covery value or per-
centage depletion,

23 (m)-8. Computation of deple-
tion of mines (other
than metal, coal, or
sulphur ml.nes) on
the basis of discovery

23 (m)-4. Computation of deple-
tion based on a per-
centage of income in
the case of oll and gas

depreciable

wells.

23 (m)-5. Computatlon of deple-
tion based on a per-
centage of income in
the case of coal mines,
metal mines, and sul-
phur mines or de-

Pposits,
23 (m)-6. Determination of cost of
- deposi

23 (m)-7. Determination of falr
market value ¢f min-
eral proporties, includ-
ing cil and pas propor-

tics.
23 (m)-8. Revaluation of mineral
depcsits not allowed.
23 (m)-9. Determination of mineral
contcnts of mines and
of ofl ¢r gos wells.
23 (m)~10. Depletion—Adjustments
of accounts baced on
bonus or advanced

royalty.

23 (m)-11. Depletion and deprect-
ation accounts on
books.

23 (m)~12. Statement to be at-
tached to return when
valuation, depletion,
or depreciation of
mincral property Is

claimed.

23 (m)-13. Statement to be at-
tached to return
when depletion is
clnlmw ed on percentage

bas!
23 (m)-14. D!x::arery of mines other
thon coal, metal, or
sulphur mines,
23 (m)-15. Allowable capital oddi-
- tions In cace of mines,
23 (m)-16. Chnrges to capital and
o expence in the cace
ofl and gas wells,
23 (m)=-17. Deprecmt!gn in the cace
mines,
23 (m)-18. Deprec!ntlon of improve-
menbs in the core of
11 and gos wells,
23 (m)-19. Deplet!on and deprecia-
tion of oll and gas
v:ells in years before

23 (m)-20. Cap!tal recoverable
through dcpletion al-
lgwance in the caca of

timber,

23 (m)-21. c::mputatlon of allow-
ance for depletion of
timber for given ycar.

23 (m)-22. Revaluation of timber
not allowad,

23 (m)-23. Depreciation of fmprove-
ments In the cace of

timber.

23 (m)~24. Informaticn to be fur-
niched by tagpayer
claiming depletion of
timb

cr,
23 (m)~-25. Determination of falr
market value of

timber.

23 (m)-26. Determination of quan-
tity of timber,

23 (m)-27. Aggregating timber and

- land for purpocos of
valuation and ac-
counting,.

23 (m)-28. Timher deplction and
depreciation cccsunts
on books,

Section 23 (o). Deductions from gres in-
come: Charitable and other contribu-

tions
Artlclezs (0)-1. Contributicns or gift; by
individunls,
Section 23 (p). Deductions frem gross in-
come: Penclon trusts.
Article 23 (p)-1. Payments to cmployecs'
pension trusts,

23 (p)-2. Information to be fur-
nished by employer
clalming deductions,

Section 23 (q). Dcductloms from grocs in-
come: Charitable and other contribu-
tlons by corporations,

Article 23 (q)-1. Contributions cor glits by
corporations,

Section 24. Ytems not deductible,

Article 24-1. Personal and family expenses,

24-2, Capltal expenditures,

4~3. Premiums on business insur-
ance,
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24-4. Amounts allceable to exempt
Income, other than interest.

24-5. Locses from sales or exchanges
tetween certaln elasces of
percons.

21-6. Disallswance of deductions for
unpafd expenszes and inter-

est.
24-7. Life or terminable Interests.
CHAPTER ¥
Credits Agatnst Income
Soctlon 25, Credits of individual egainst net
income.
Articla 25-1. Credits of individuol ageinst
net income.
23-2. Exrned income credit.
25-3. Amount of personal exemp-
tion allovinble.
25-4. Perconeal exemption of hezd of
fomily.
25-5. Perconal exemption of mar-
ried person.
25~6. Credit for dependents.
25~7. Pexconal exemption and credit
for dependents where status

changes.
Eection 26, Credits of eorpomticna.
Article26-1. Credit of corporation for in-
tcrest on obligations of the
United States and its in-
strumentalities,
26-2. Credit of corporation for net
cperating 1oss of preceding

year.
Soctt 26—((3 )B\.nk affitiates. ds
ection 27 (o). Corporation dividends pald
crcdit: Definftion in general.
Article 27 (a)-1. Dividends pald credit.

27 (a)-2. Deficit credit.

27 (2)-3. Amounts uzed or irrevac-
ably set asid= to pay or
to retire indebtedness.

Sectlon 27 (b). Corperation dividends pald
credit: Badc curtax credit.
Article 27 (b)~1 Badle surtaz credit.
27 (b)-2. Dividends pald.
Eection 27 (c). Corporation dividends paid
credit: Dividend carry-over.
Article 27 (c)~1. Dividend ~OYET.
Ecction 27 (d). Corporation dividends pald
credit: Dividends in kind,
Article 37 (d)-1. Dividends in Lind.
Scction 27 (e). Corporation dividends pald
credit: Dividends in oblizations of the
corporation.
Artlcle 27 (e)-1. Dividends in cbligations
of the corporation.
Ecction 27 (f). Corparction dividends paid
credit: Taxable stoclk dividends.
Articlo 27 (£)-1. Taxable stock dividends.
Scction 27 (g). Cozporation dividends pald
credit: Distributions in Hquidation.
Article 27 (3)~1. Dividends pald credit for
ctil!sfxmutlons in lquida-
on.
Ecction 27 (h). Corporation dividends paid
credit: Preforential dividends.
Article 27 (b)~-1. Preferential distributions.
Ecction 27 (). Corporation dividends paid
credit: Nentaxzoble distributions.
Arttcle 27 (1)-1. Nontaxable distributions.
Ecction 23 (2). Concont dividends credit:
Deofinitions,
Article 23 (a) (1)-1. Conzant stack.
28 (a) (2)-1. Preferred dividends.
23 (a) (3)-1. Conzent dividznds day.

23 (a) (4)-1. Conzont distribution.

23 (a) (G)-1. Partial distribution.

23 (a) (6)-1. Prgferent!al distribu-

on.
Ecction 23 (b). Concant dividends credif:
Corporations nct entitled to credit.
Article 23 (b)-1. Paymix: of preferred divi-

on
23 (b)-2. mqmgéﬂon of conzent

Ezction 23 (c). Concont dividends credit:
Allgvrance of credit.
Artlcle 23 (c)-1. Amount of consent divi-
dends credit.

Ecction 23 (d). Concont dividends eredit:
Sharehelders' concznts.

Artlcle 23 (d)-1. MJ:!:.%; and filing of cor-
cents,
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28 (d)-2. Consent distribution must
be nonpreferential.
Section 28 (e). Consent dividends credit:
Consent distribution as part of entire
distribution.
Article 28 (e)-1. Consent and partial dis-
tributions to be con-
sidered together.

Section 28 (f). Consent dividends credit:,

. Taxability of amounts specified in con-

sents.

Article 28 (f)~1. Taxability of amounts

specified in consents.
Section 28 (g). Consent dividends credit:
Corporate shareholders.

Article 28 (g)-1. Treatment of amount
specified in consent of
corporate shareholder.

Section 28 (h). Consent dividends credit:
Basis of stock in hands of shareholders.
Section 28 (i). Consent dividends credit:
Effect on capital account of corporation.
Article 28 (1)-1. Effect on basis of stock in
~hands’ of shareholders
and capital ‘account of

corporation.
Section 28 (J). Consent dividends credit:
Amounts not included in; shareholder’s

return.
cm?rm v

Credits Against Tax
Part ITT—Credits Against Tax

Section 31. Tazes of foreign countries and
possessions of United States.

Section 32. Taxes withheld at source.

Section 33. Credit for overpayments.

CHAPTER VII
Accounting Periods and MetHods

Part IV—Accounting Perlods and Methods of
Accounting

Section 41. General rule.
Article 41-1. Comuntation of net income.
41-2, Bases of computation and
changes in accounting
methods.
41-3, Methods of accounting.
41-4, Accounting period..
Section 42. Periocd in which items of gross
income included.
Article 42-1. When included in gross in-

come.
49-2, Inc;)me not reduced to posses-
sion.

42-3, Examples of constructive re-,

ceipt,
42-4, Long-term contracts.
42-5. Subtraction for redemption of
trading stamps.
Sectlon 43. Period for which deductions and
credits taken.
Article 43-1. “Paid or incwrred” and “paid
- or accrued.”
43-2, When charges deductible.
Section 44. Installment basis.
Article 44-1. Sale of personal property on
installment plan.
44-2. Bale of real property involving
deferred payments.
44-3, Sale of real property on in-
stallment plan.
444, Deferred-payment sale of real
plr:gerty not on installment

plan.
44-5. Gaim or loss upon disposition
of installment obligations.
Sect?t?n 45, Allocation of income and deduc-
ons.

Article 45-1. Determination of the taxable
net income of a controlled
taxpayer.

Section 46. Change of accounting period.

Article 46-1. Change in accounting period.

Section 47. Returns for a period of less than
twelve months.

Article 47-1. Returns for pericds of less
than 12 months.

Section 48 (a). Definitions: Taxable year.

Section 48 (b). Definitions: Fiscal year.

Section 48 (¢). Definitions: “Pald or in-
curred’” .“paid or accrued.”

Section 48 (d). Definitions: Trade or busi-
ness,

CHAPTER VIII
Returns and Payment of Taz ,

Part V-——Returns and Payment of Tax

Section 51. Individual returns.
Article 51-1. Individual returns.
51-2. Form of return.

~ - 51-8. Return of income of minor.

51-4. Verification of returns.
51-5. Use of prescribed forms.
Section 52. Corporation returns.
Article 52—1. Corporation returns.
52-2. Returns by recelvers.
Section 53. Time and place for filing returns.
Article 53—1. Time for filing returns.
- 53-2, Extensions of time for filing

returns.
53-3. Extensions of time in the case
of foreign organizations,

certain domestic corpora~
. tions, and citizens of United
States residing or traveling
-abroad.
53-4. Due date of return.
53-5. Place for filing indivigual re-

turns.
Section 54. Records and special returns.
Article 54—1. Records and income

forms.
Section 55. Publicity of returns.
Article 55 (h)—1. Definitions.
55 (b)-2. Coples of income returns.
4 55 (b)-3. Inspection of coples of re-

55 (b)—4. Request for permission to |

inspect copies.
55 (b)-5. Inspection of original re-
turns

Section 56. Payment of tax.
Article 66-1. Date on which tax shall be

- pald.

56-2, Extension of time for payment
of the tax or installment
thereof.

56-3. When fractional part of cent
may be disregarded.

568-4. Receipts for tax payments.

Section 57. Efamination of refurn and deter-
mination of tax.
Article 57-1. Examination of return and
determination of tax by the
Commissioner.
Section 58. Additions to tax and penalties.

Section 59. Administrative proceedings.
‘ CHAPTER IX
Miscellaneous Provisions
Part VI—Miscellaneous Provisions

Section 61. Laws made applicable.

Section 62. Rules and regulations.

Section 63. Taxes in lieu of taxes under 1936
Act.

CHAPTER X
Corporations Ezempt From Tax

Subtitle C—Supplemental Provisions, Sup-
plement A—Rates of Tax (Supplementary
to Subtitle B, Part I)

Section 101. Exemptions from ftax on corpora-
tions.
Article 101-1. Proof of exemption.

101 (1)—1. Labor, agricultural, and
horticultural organiza-
tions.

101 (2)~1. Mutual savings banks,

101 (3)—1. Fraternal beneficlary so-

cletles.
101 (4)-1. Building and loan associa-
. tions and cooperative
banks,

101 (5)—1. Cemetery companies.

101 (6)—1. Religious, charitable, sclen-
tific, literary, and educa-
tional organizations and
community chests.

101 (7)—1. Business leagues, chambers
of commerce, real estate
boards, and boards of

trade. .
101 (8)-1. Civic leagues and local as-
soclations of employees.
101 (9)-1. Social clubs, .

tax |-
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101 (10)-1. Local benevolent life fnsurs
ance assoclations, mutual
frrigation and telephone
companies, and lke or«
ganizations,

101 (11)-—1 Farmers’ or other mutual
hail, cyclone, casualty, or
fire insurance companies
or associations.

101 (12)-1. Farmers’ cooperative mar«
keting and purchasing ag«

. soclations.

101 (13)-1. Corporations organized to
finance crop operations,

101 (18)—1. Religious or apostolic as«
sociations or corporations.

CHAPTER XI
Corporations Used to Avotd Surtaz

Section 102. Surtax on corporations improp«
erly accurmnulating surplus.
Article 102-1, Taxation of corporation
. formed or utilized for
avoldanco of surtax.
102-2..Purpose to avold surtax; ovi«
dence; burden of proof;
definition 6f holding or
investment company.
102-3. Unreasonable acoumulation
of proflts.
102-4. Computation of wundistrib-
uted section 102 not ins
come,

CHAPTER XIX

Taz on Citizens and Corporations of Forelgn
Countries—Banks and Trust Companics—
Sale of Oil or Gas Properties

Section 103. Rates of tax on citizens and cor«
porations of certain forelgn countries.
Section 104. Banks and trust companfes.
Section 105. Sale of oil or gas properties.
Article 106-1. Surtax on sale of oil or gas
properties.
Section 106. Claims against United States
involving acquisition of property.
Article 106-1. Surtax on certaln amounts
xgzg&lved from the United
€8,

CHAPTER XIIX

Gain or Loss—-Recogmltion, Basts,
Determination

Supplement B--Computation of Net Incomo
(Supplementary to Subtitle B, Part II)

Section 111. Determination of amount of,,
and recognition of, gain or loss,

Article 111-1. Computation of gain or loss,

Section 112 (a). Recognition of gain or loss:
General rule.
Article 112 (a.)-l Sales or exchanges.
Section 112 (b). Recognition of gain or losd:
Exchanges solely in kind,

Article 112 (b) (1)-1. Property held for
productive use in
trade or businoess
or for investmont,

112 (b) (2)-1. Stocl. for stock of tho
ame corporation.
112 (b) (5)-1. 'I‘mnsror of proporty
to corporation
controllod by

transferor,
112 (b) (5)-2. Records to bo kept
and information to

be filed.

112 (b) (6)-1. Distribution in ¢«
uidation of subsid«
{ary corporation.

112 (b) (6)-2. quuldntlons oom «

L pleted within one
taxable year,

112 (b) (6)-3. qumdatlons covor
ng moro than oneo

8 year,

112 (b) (6)—4. Dlstrlbutions in lq-
uidation as affect«
%ng tmlnorlty n«

sts,

112 (b) (6)-6. Records to be kag
and information to
bo flled with ro-
turn,
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112 (b) (7)-1L. Corporate liquida~-
tions in December,
1938.
- 112 (b) (7)-2. Qualified electing
shareholder.
112 (b) (7)—3. Making and filing of
written elections.

112 (b) (7)—4. Treatment of gain.

112 (b) (7)-5. Records to be kept
and information to
be filed with re-

turn.
Section 112+(c). Recognition of gain or loss:
Gain from exchan°es not solely in kind.
Article 112 (¢)~-1. Rece!pt of other property
or money in tax-free
exchange not con-
nected with corporate
b ation.
Section. 112(d). Recognition of gain or loss:
Same—Gain of corporation.
Section 112(e). Recognition of gain or loss:
ILoss from. exchanges not solely in kind.

Article 112 (e)—1. Nonrecognition of loss.

Section 112 (f). Recognition of gain or loss:

Involuntary conversions.

Article 112 (f)—1. Reinvestment of pro-
ceeds of involuntary
conversion.

112 (£)—2. Replacement funds.

Section 112 (g). Recognition of gain or loss:

Definition of reorganization.

Article 113 (g)-1. Purpose and scope of ex-
ception of reo
tion exchanges.

112 (g)-2. Definition of terms.

112 (g)-3. Exchanges solely of stock
or securities, or prop-
erty, solely for stock
ar securities, in pursu-
ance of plan of reor-
ganization.

112 (g)-4. Exchanges in reorgani-
zation for stock or
securities and other
property or money.

112 (g)-5. Receipt of stock or se-
curities in reo
tion without surrender
of stock by share-
holder.

112 (g)-6. Records to be kept and
information to be filed
with returns.

Section 112 (h). Recognition of gain or Joss:

Definjtion of control.

Article 112 (h)—1. Control of corporation.

Section.112 (i). Recognition of gain or loss:

Foreign corporations.
Article 112 (i)-1. Reorganization with, or
er of property to,
a foreign corporatlon.
Section 112 (j). Reccgnition of gain or loss:
Installment obligaticns.
Section 113 (a). Adjusted basis for deter-
mining gain or loss: Basis (unadjusted)
of prop .
Article 113 (a)—1. Scope of basls for deter-
mining gain or loss.
113 (a)-2. General rule.
113 (a) (1)-1. Property included in in-

ventory. .
113 (a) (2)~1. Property transmitted by

gift after December 31,
1920.
113 (a) (3)—-1. Transfer in trust after
December 31, 1920.
113 (a) (4)-1. Gift; or transfer in
p;mr to January 1,
1921

113 (a) (5)~1. Basis of property ac-|
quire

d by bequest, de-
vise, or inheritance.
113 (a) (6)-—1. Property acquired upon
a tax-free exc
113 (a) (7). Pmperty acquired by
corporation in reorgan-

31, 1917,

113 (a) (8)~1. Property acquired by al
carporation atter De- |

cember 31, 1920,

113 (a) (9)-1. Property acqmred as al

esult of an involuntary
converslon.

No.28——2

trust i

ization after December |

113 (a) (10)-1. qttc}'s cr ceeurities ac-
d in “wach cales”

113 (a) (11)=1. Basls ot property  oo-
@ G q tl duricy offla-

113 (n) (12)-1. Ba.:ls of property cctob-
nfhgg by Revenuo Act
[}

113 (a) (13)-1. Pmperty contributed in
Iind by o partner to o
partucrchip.

113 (a) (13)~2. Readjustment of partner-
chip interests,

113 (a) (14)-1. Propcrty acquired prior
to March 1, 1913.

113 (a) (15)-1. Beols of pmperty received

by a cocrporation in
completo Hguidation of
ancther corporation.

113 (a) (16)~1. Basls of property estab-
L!th g% 4by Revenue Act

113 () (18)~1. Bacls of property recelved
In certain, corporate
Hquidations.

Section 113 (b). Adjusted basis for determin-
ing gain or less: Adjusted bhosls.
Article 113 (b)~1. Adjusted basis: General

e,

113 (b)-2. Adjustcd basis: Cancella-~
tion of indebtcdness,

113 (b)-3. Substituted basls,

CHAPTIIR XIV
Depreclation and Depletion

Sectlon 114. Bacls for depreclation ond de-

pletion.
Artlcle 114~1. Basls for allowanca of de-
precfation and depletion.

CHAYTER XY
Distributions by Corporations—~Diridends

Sectlon 115, Distributions by corperations.
Article 115-1. Dividends,
115-2. Eources J::I distributicns in

genera

115-3. Earnings or prodts.

115~4. Distributions other than o
dividend,

115-5. Distributicns in lquidatio:

115-6. Distributions from dcpleucn
or dcpreciation recarves.

115-7. Stocl dividends,

115-8. Elcction of charcholders as to
medium of payment,

115-9. Distribution in rodemption
or cancellation eof stock
taxable a5 o dividerd.

115-10. Dividends pald in proporty.

115-11, Efficet on carnings or profits
of ccrtaln tax-frec ex-
chanres and tax-free dis-
tributions.

CHAPTIR XVI
Additional Ezclusions From Grozs Income

Section 116. Exclucions from £ross income,
Article 116-1. Income of foreign govern-
ments, ombaccadors, and
consuls,
116-3. Compen~ation ¢f State of-
ficers and croployees,
116-3. Eridges to be cequired b
Sltate or political subdlvl-
slonz.

CHAPTED XEVIX
Capital Gains and Losces

Section 117. Capital gains and lcccoes,
Article 117-1. Mcaning of terms,
117-2, Percentage of caplital qain or
locs taken into account:
Ilet 1oss carry-over.
117-3. Alternative tax In cace cf net
long-term capital gain or

lozs.
1174, Dctermination of perled for
which capital a~ots ore

held
117-5. Application cf cection 117 in
211? cace of huchband and

e.

o
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117-¢. GJ? and loczzs Irm caart

CHAVIIT XNVIX
Loz From Wask Scles

Scctlor 118, Lo from vwwack salzs of stee or
ccourities.
Article 112-1. I("‘"_. from vwoch sales of
£toek or cecurities.

CIZADTSD BIZ
Income From Sources Within United Stotes

Scctlor 119, Income from cources within
United States,
Article 119-1. Income from cources within
th2 United States.
118-2, Interest,
118-3. Dividonda,
119-4. Comprenzation for labor or
pmcnzn carvices.
113-5, Rentals and royalties.
119-6, Sale of real property.
113-7. Income from scurces without
the United States.
118-8. S2le of perconal property.
119-3, Dcductions in general.
113-10, Apportionment of deduc-

tions.

113-11, Othcr incomaz from sources
within the United States.

113-12, Income from the sxle of per-
conal propexty derived
from cources partly within
antd partly without th=z
United States.

112-13, Troncportation sarvice.

118-14. Telozraph and eable service.

113-15. Computation of Income.

CHAPTL: EX

Certatn Doductions for Cheoriteble and Other
Contridutions, end Dividends Peoid

Scction 120, Unlimited doduction for charit-
oble ond other contributions.

Ecction 121, Doduction of dividends paid on
certain proferred stozk of certain corpo-
rations.

CHAPTER XZI
Credits Ageinst Tar—Supplemental

Supplemeont C—Credits Against Tox ( Supplf-v-
mentary to Suhbtitle B, Part IIT

Scetion 131, Tanes of forelzn cmmtr!ea and
pooteccions of United States.

Article 131-1. Analysls of credit for taxes.
131-2, IIzaning of torms.

131-3. Conditicns of allowance of

crodit.
131-4. Rodetermination of tax when
crcdit proves Incorrect.
131-G. Cauntrics vihich do or do not
tizfy the shmilor credit
qulrcment.
131-6. Wheon eredit for tazes may be

oo N
131-7. Domestic corporation owning
a majority of the stock of
orelcn corporation.
131-8. I;Lm!tazrona on credit for
forelmm tazes.

CRAPTCT EEIX
Returns and Popment of Tax

Supplecmont D—ERcturns and Payment of
Tax (Supplementary to Subtitle B, Part V)

cotion 141. Concolldated returns of railrozd
corporations.

Articie 141-1. Concolldated refurns of af-
fillated eorporatizns  for
toxable years bezinning
after December 31, 1937.

141-2. Fecrmation of and changes in
afitiated group.

141-3. Corporations to be inciudasd
ip con=aYdated returns for
tozable years kezinning
after December 31, 1837.

1414, Forelrm corporations which
moy be treated as domes-

tic corporations.
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Section 142, Fiduclary returns.
Article 142-1. Fiduclary returns.
’ 142-2. Return by guardien or com-

mittee.

142-3. Returns where two trusts.

142-4. Return by receiver.

142-5. Return for nonresident allen
beneficiary.

142-6. Time for filing return upon
death, or termination of

trust.
Section 143. Withholding of tax at source.
Article 143-1. Withholding tax at source.
143-2. Fixed or determinable ad-
. nual or periodical income.
143-3, Exemption {from withhold-

ing.

143-4, Ownership certificates for
bond interest.

143-6. Form of certificate for citi-
zens or residents.

143-6. Form of certificate for non-
resident aliens, nonresi-
dent foreign corporations,
and unknown owners.

143-7. Return and payment of tax
withheld. .

143-8. Ownership certificates in the
case of fiduclaries and
Joint owners, |

143-9. Return of income from which
tax was withheld.

Section 144. Payment of corporation income
tax at source.

Article 144-1. Withholding in the case of
nonresident foreign corpo-
rations.

144-2. Alds to withholding agents
In determining liability for

. ' withholding of tax.
Section 145, Penalties.,

Article 145-1. Penalties.

Section 146, Closing by Commissioner of tax-
able year.

Artlcle 146-1, Termination of the taxable
pericd by Commissioner.

Section 147. Information at source.

Article 147-1. Return of information as to
payments of $1,000.

147-2. Return of information as to
payments to employees.

147-3. Cases where no return of in-
formation required.

14'7-4. Return of information as to
interest on corporate

bonds.

147-5. Return of information as to
payments to other than
citizens or residents.

147-6. Foreign items.

147-7. Return of information as to
foreign items.

147-8. Information as  to actual
owner,

Section 148. Information by corporations.
Article 148-1. Return of information as to
payments of dividends.

148-2, Return. of information re-
specting, contemplated dis-
eolution or’liguidaticn.

148-3. Return of information re-
specting distributions In
liquidatton.

148-4, Information respecting com-
pensation of officers and
employees in excess of
$75,000.

Section 149. Returns of brokers.
Article 149-1, Return of information by
brokers.
Section 150, Collection of foreign items.
Article 1560-1. License to collect foreign
items, X
Eectlon 151. Foreign personal holding com-
panies.

CHAPTER XXTIL
Estates and Trusts
Supplement E—Estates and Trusts

Section 161, Imposition, of tax.

Article 161~1. Imposition of the tax,
Section 162. Net income.
. Article 162-1, Income of estates and trusts.

Section 163. Credits against net income.

Artlcle 163~1. Credits to estate, trust, or

' beneficiary. .
Section 164. Different taxable years.
Section 165. Employees’ trusts.

Article 165—1. Employees’ trusts.
Section 166. Revocable trusts.

Article 166-1., Trusts with respect to the
corpus of which the grant-
or is regarded as remaining
in substance the owner.
Section 167. Income for benefit of grantor.

Article 167-1. Trusts in the income of

which the grantor retains
an interest.
Section 168. Taxes of foreign countries and
possessions of United States.
Section 169. Common trust funds.
Article 169—-1. Common trust fund defined.
169-2. Income of participants in
N common frust fund.
- 169-3. Computation of common
trust fund income.
169-4. Admission and withdrawal of
“ participants from the com-
mon trust fund.
169-5. Returns of common trust
funds.

CHAPTZR XXIV
Partnerships

Supplement P—Partnerships

Section 181. Partnership not taxable. -
Article 181-1. Partnerships.
Section 182. Tax of partners.
Article 182—-1. Distributive share of part-
ners.
Section 183. Computation of partnership in-
come. .
Article 183-1. Computation of partnership
income.
Section 184, Credits agalnst net income.
Article 1841, Credits allowed partners.
Section 185. Earned income.
Article 185-1. Earned income credit of
partners. .
Section 186. Taxes of forelgn countries and
possessions of United States.
Section 187. Partnership returns.
Article 187-1. Partnership returns.
Section 188. Different taxable years of part~
ner and partnership.

CHAPTER XXV
Insurance C’ompanies
Supplement G—Insurance Companies

Section 201 (a). Tax on life insurance com-
panies: Definition.
Article 201 (a)-1. Life insurance com-
panies: Definition.
Section 201 (b). Tax on life insurance com=-
panies: Imposition of tax.
Article 201 (b)-1. Life insurance com-~
: panfes: Rate of tax.
201 (b)-2. Forelign life insurance
companies: Net income,
Section 202. Gross income of life insurance
companies.
Section 203 (a). Net income of life insur-
ance companies: General rule.
Article 203 (a)~1. Limitation on deduc-
tions.
203 (a) (1)-1. Tax-free interest.
203 (a) (2)-1. Reserve funds.
203 (a) (4)-1. Investment expenses.
203 (a) (5)—1. Taxes and expenses with
respect to real estate.
203 (a) (6)~1. Depreciation.
203 (a) (7)--1. Interest.
Section 203 (b). Net income of life insur-
ance companies: Rental value of real

estate.
Article 203 (b)~1. Real estate owned and
cccupied. <
Section 204 (a). Insurance companies other
than life or mutual: Imposition of tax.
Article 204 (a)~1. Tax on insurance com-
panies other than life
or mutual,
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Seection_204 (b). Insurance companies. other
than life or mutual: Definition of in-
come, etc.

Article 204 (b)-1., Gross income of insur-
ance companies othor
than life or mutual,

Section 204 (c). Insurance companics othor

“than life or mutual: Deductions allowed.

Section 204 (d). Insurance companies other
than lfe or mutual: Deductions of
forelgn corporations.

Section 204 (e). Insurance companies othor
than life or mutual: Double deductions.

Article 204 (¢)~1. Deductions allowed in=
surance companiosd
other than life or
mutual,

Section 205. Taxes of foreign countries and
possessions of United Stated.

Section 206. Computation of gross incomoe,

Section 207. Mutual insurance companies
other than life.

Article 207-1. Tax on mutual insurance

companies other than life.

207-2. Gross income of mutual in-

- surance companles othor
than life.

207-3. Deductions allowed mutual

insurance companies othor

than life insurance coms=

. panies.

207-4. Required addition to resorve
funds of mutual insurance
;:ompanles (other ~“than

ife).

207-5. Special deductions allowed
mutual marine insuranco
companies.

207-6. Speclal deductions allowed
mutual insuranco compas

‘ nies (other than lifo or

. marine).

207-7. Returns of mutual insurance
companies (other than
life).

CHAPTER XXVI

Nonresident Allens

Supplement H—Nonresident Allen
Individuals

Section 211. Tax on nonresident allon indl«
viduals.
Article 211-1, Taxation of allons in general,
211-2, Definition.
211-3. Allen seamen, when to bo ro«
garded as residents, ’
211-4. Proof of resldenco of allen.
211-5. Loss of residence by alion,
211-6. Duty of employer to dotor-
mine status of allen eme

ployee.

211-7. Taxatlon of nonresidont allen

individuals.
Section 212, Gross income. .

Article 212-1, Gross income of nonresidont
alien individusals,

212-2. Exclusion of earnings of for«
elgn ships from gross in«
comae.

Section 213. Deductions.

Article 213-1. Deductions allowed nonresi«

dent allen individuals,
Section 214. Credits against not income,

Article 214-1. Credits to nonresident allon
indlviduals,

Section 215. Allowance of deduoctions and
credits.

Article 215-1. Allowance of deductions and
credits to nonresident alion

Individuals,
Sectlon 216. Credits against tax.
Section 217, Returns.

Article 217-1. Time and place for filing ro«
turns of nonresidont alien
individuals,

217-2. Return of incomo.

Section 218. Payment of tax,

Article 218-1, Date on which tax shall bo
pald by nonresident allon
individual.

Section 219. Partnerships.

Article 219-1, Partnerships,
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CHAPTER XXVIT
Foreign Corporations
Supplement I—Foreign Corporations

Section 231. Tax on foreign corporations.
Article 2311, ’l‘gcxation of foreign corpora~-
ions.
231-2. Gross income of foreign cor-
porations.
231-3. Exclusion of earnings of for-
eign ships from gross in-
- come, N
Section 232. Deductions.
Article 232-1. Deductions allowed forelgn
. corporations.
Section 233. Allowance of deductions and

credits.

Article 233-1. Allowance of deductions and

credits. .
Section 234. Credits against tax.
Section 235. Returns.

Article 235-1. Time and place for filing re-
turns of foreign corpora-
tions.

235-2. Return of income.
Section 236. Payment of tax. °

Article 236-1. Dates on which tax shall be
paid by foreign corpora-
tions.

Section 237. Foreign insurance companies.
Section 238. Affiliation.

CHAPTER XXVITI

Income from Sources Within Possessions of
United States

Supplement J—Possessions of the United |

States

Section 251. Income from sources within
possessions of United States.

Article 251-1. Citizens of the United States
and domestic corporations
deriving income from
sources within a possession
of the United States.

251-2. Income received within the
. United States.

- 251-3. Tax in case of corporations.

251—4. Definition.

251-5. Deductions allowed citizens

) and domestic corporations
entitled to the benefits of
section 251.

251-6. Allowance of deductions and
credits to citizens and do-
mestic corporations en-
titled to the benefits of
section 251.

Section 252. Citizens of possessions of United

States.
Article 252-1. Status of citizens of United
States possession.,

CHAPTER XXIX
China Trade Act Corporations

Supplement K—Chiga. Trade Act Corpora-
ons

Section 261. Taxation in general.
Section 262. Credit against net income.
Section 263. Credits against the tax.
Section 264. Affiliation.
Section 265. Income of shareholders.
Article 262~1. Income of China Trade Act
corporations.
262-2. Credits allowed China Trade
Act corporations.
262-3. Meaning of terms used in
connection with China
‘Trade Act corporations.
262-4. Withholding by =2 China
Trade Act corporation.

CHAPTER XXX
Assessment and Collection of Deficiencies

Supplement Ir—Assessment and Collection of

Deficiencies

Section 271. Definition of deficiency.
Article 271-1. Deficlency defined.
Section 272. Procedure in general.
Article 272-1. Assessment of a deficlency.
272-2. Collection of a deficiency.
272-3. Extension of time for pay-
ment of a deficiency.

Section 273. Jeopardy acsreoments,
Article 273-1. Jeapardy ocsecoments,
Section 274. Bankruptcy and recelverchips.
Article 274-1. Bankruptey and rccefverchip
proccedings.,

274-2, Immedinte accicoments in
bankruptey and recelver-
ship caces,

Sectlon 275. Perled of limitation upen as-
sessment and collcetion,
Section 276, Same-—Ezxciptions.
Section 277. Suspension of running of statute.
Article 275-1. Period of limitation upon os-
eessment of tax.,

275-2. Pericd of limitation upon col-

lection of tax,

CHAPTIR XSXT
Interest and Additions to Taz

Supplement M—Intex:lgsb and Additions to the
nx

Section 291. Fallure to file return,
Article 291-1. Addition to the tax in cacaof
faflure to flle return.

Section 292, Interest on deficienclcs.

Section 253, Additions to the tax in caca of
deficiency.

Section 294. Additions to the tax in caca ot
nonpayment,

Section 205, Time extendcd for payment of
tax shown on rcturn.

Section 296. Time extended for payment of
deficiency.

Section 297. Interest in cace of jcopardy os-
gessments.

Section 208. Bankruptey and recelverships,

Sectlon 299. Removal of proporly or depar-
ture from United Statcs,

CHAPTIR XSKIT
Claims Against Transferces and Fiduclaries

Supplement N—Claims Agalnst Transferces
and Fiduciaries

Section 311. Trancferrcd aceots.
Article 311-1. Claims In caces of trancferred
ts.

accets.
Section 312, Notice of fiduclary relatienchip.
Article 312-1. Fiducinrles,

CHAPTER XXXIT
Orerpayments
Supplement O—Overpayments

Section 321. Overpayment of installment,
Section 322, Refunds and cregits.
Article 322-1. Authority for abatcment,
crcdit, and refund of tox.
322-2. Credit and refund adjust-

meents.

322-3. Claims for rcfund by tax-
payers.

322-4. Claim for payment of juds-
ment obtaincd agatnst col-
lector,

322-5. Claim for payment of juds-
menf; obtained in Tnited
States district cowrt
against the United States.

322-6. Claim for payment of judg-
ment  obtaiped in  tho
Court of Claims amainst
the United States,

322-7. Limitations upon the crcd-
itiny and refunding of
taxcs patd

322-8. Crediting of accounts of col-
lectors In coc?s of accerse
ments gaalnst soveral por-
£0ns covering came Uobile

CHAPTE2 XXXIV
Forcign Personal Holding Companies

Supplement P—Forelgn Perconal Holding
Companfes

Section 331. Definition of forelgn porconal
holding company.
Article 331-1, Dofinition of forelom por-
£onal holdin® company.
331-2. Gross income roquiremoent.
331-3, Stock t.owncmh.lp reguire-
men;

4
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Section 332. Fore{sn porsonal holding com-
pany incsme.
Article 332-1. Forefom  personal  holding
company incoma2.
Sectlon 333 (o). Stock ownership: Construc-
tive ovnerchip.
Article 333 (a)~1. Stock: ownership.
333 (2)-2. Stccié gggl owned by in-

df .

833 (2)-38. Family and partnzrship
ownership,

333 (a)-4. Options.

333 (a)-5. Application of family-
partnership and option

rules.
333 (a)-6. Constructive ovnzrship
a5 actual ownership.
333 (2)~7. Option rule In leu of
family and partner-
chip rule.
£cetlon 333 (b). Stasit ownerchip: Convart-
ible cecurities.
Arzlele 333 (b)—1. Convertiblz szcurities.

Ecctlon 334. Groos income of forelzn parsonal

holding compantes.
Artiele 334~1. Grozs incomz In general for
purposzs of Supplamernt P.
334+-2. Additions to gro=s incoms= for
purpoces of Supplzmznt P.

Scctlion 335. Undistributed Supplemsent P nzt

income.

Ecction 330, Supplement P not fncoma.

Artfele 3361, Supplemznt P nct incoma.
236-2. Nlustrotion’ of computation
of Supplement P nct in-
coma and undiztributed
Supplement P net income.
Scetlon 337. Corporation income taxzed to
United States charcholders.
Article 337-1, Income of forelgn psarsonol
koldiny companles tazed to
United States sbareholdes.
337-2. Credit for oblizations of tha
United States.
337-3. Information in return.
337-4. Lifcct on capltol account of
forelon perconal holding
company and bazls of stosiz
in bands of snareholdsrs.

Ezctlon 338, Information refurns by oficers

and dircctors.

SC8-1. Information refwrns by cffi-
cors and directors of cer-
taln forelzn corporations.

828~2. Annual information returns
by cfficars and directors of
certain  forelzn  corpora~

tions.
033-3. Time and place of filiny
o -

turns.
Scetion 339. Information returns by share-
heldero,

Article 303-1. Information returns by
chareholdzrs of cerfzin
forelzn corporatiors.

332-2. Annual information returns
by charenoldsrs of certzin
forcign corporations.

333-3. Time and place of flnz
returns,

Scetion 340. Penalties, )

CHAPITR XXZV
2futual Investment Companies

Supplement @—utual Investment
Compantes

Sectlion 361. Dofinition.
Article 361-1. D2finition of g mutual in-

vestment company.

301-2. Proof of status of a mutual
Investment company.

801-3. Rceords to be kept for pur-
paoze of accertaining aetwal
ownorchip of outstanding
gtocl: of mutual investment
companies,

361-4. Rccords to be kept for pur-
P32 of determiring
whether o corporation
clziming to ba 2 mutual
investment company is a
psrconal holding company.

801-5. Additional information re-

quired in returns of share-
holders,
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Section 362 'I'ax on mutual investment
com
Articlep 362—1. Tax on mutual investment
companies,

CHAPTER XXXVI

Ezchanges and Distributions in Obedience to
Orders of Securities and Ezchange Commis-
ston

Supplement R—Exchanges and distributions
in obedicnce to orders of Securities and
Exchange Commission

Section 371. Nonrecognition of gain or loss.
Article 371-0. Terms used.

371~-1. Purpose and scope of excep-|

tion.

371-2. Exchanges of stock or se-
curities solely for stock or
securities.

3'71—3. Exchahges of property for
property by corporations.

371—4. Dlstributlon solely of stock
or securities. .

371-6. Transfers within system

*_ group. i
. 371-6. Sale of stock or securities re-~
celved upon exchange by
members of system group.
371-7. Exchanges in which money
or other nonexempt prop-
erty is received.
371-8. Requirements with respect to
- order of Securities and Ex-
change Commission.
371-9. Nonapplication of other pro-
visions of the Act.
371-10. Records to be kept and in-
formation to be filed with

returns.

Scction 372. Basis for determining gain or
loss

Artlcle3'12-0 Basls.l for determming gain
372-1. Basis of property acquired
upon exchanges under sec-
- tion 371 (a), 8371 (b), or

371 (e).
372-2. Basis of property acquired

by corporation under sec-
tion 371 (a), 3871 (b), or

371 (e) as contributions of.

capital or surplus, or ‘in
consideration for its own
stock or securities.

372-3. Basis of stock or securitles
acquired by shareholder
upon tax-free distribution
under section 371 (c¢).

372-4. Basis of property acquired
under section 371 (d) in
transactions between cor-
porations of the same sys-
tem group.

Section 373. Definitions. - .
Article 373-1, Definitions.

CHAPTER XXXVII
Surtax on Personal Holding Companies
Title TA—Personal Holding Companies

* Section 401. Surtax on personal holding com-.

paxnies.
Article 401-1, Surtax on personal holding
companies.
Section 402. Definition of personal holding
company.
Article 4021, Definition of personal hold-
ing company.
402~2, Gross income requirement.
402-3. Stock ownership require-
ment.
Section 403. Personal holding company in-

come,
Article 403-1. Personal holding ' company
income.
Section 404 (a). Stock ownershlp Construc-
tive ownership.
Article 404 (a)-1. Stock ownership.
404 (8)-2. Stock not owned by in-.
dividual.
404 (2)-3. Famlly zilt;d partnership
p.
404 (a)-4. O'ptions

404 (a)-5. Appl{cation of family-
artnership and option

rul
404 (a)-6. Constructive ownership
as actual ownership.
404 (a)-77. Option. rule in lieu of
family and partnership

rule.
Section 404 (b). Stock ownershlp' Convert-
ible securities.
Article 404 (b)-1. Convertible securities.
Section 405. Undistributéd Title IA net in-

come.
Article 405-1. Undistributed Title YA net
income.

405-2. Amounts used or 1rrevoca.bly
set aside to pay or to re-
tire indebtedness of any
kind incurred prior to
January 1, 1934.

Section 406. Title IA net income.
Article 406-1. Title IA net income.
406-2. Mlustration of computation
of Title IA net income, un-
. distributed Title IA net in-
come, and surtax.
Section 407. Deficiency- dividends — credits
. and refunds.
Article 407-1. Purpose and scope of defi-
ciency dividend credit.
407-2. Pate when decision by
“ Board or court becomes

final.
407-3. Crgdit against unpald de-
clency.
407-4. Credit or refund of deﬂciency

pa

407—5. Claim for deflclency divi-
dends credit or credit or
ref

und.
407—6 Effect of deficiency divi-

dends on dividends, paid|’

| credit.

- 407-7. Suspension of statute of
limitations and stay of col-
lection.

Section 408. Meaning of terms used.
Section 409. Administrative provisions.

Article 409-1. Return and payment of tax.

409-2. Determination of tax, assess~
ment, colleckion,
Section 410. Improper accumulation of sur-

plus.
Section 411. Forelgn personal holding com~
panies.

~ CHAPTER XXXVIIX
Tttle VI—General Promszons

Section 901 Definitions.
Article 901-1. Classification of taxables
901-2. Association.
901-3. Association distinguished
- from trust.
901-4. Partnerships.
901-5. Limited partnership as cor-
poration.
901-6. Limited partnership as part-
) nership.
- 901-7. Insurance company.
901-8. Domestic, foreign, resident,
and nonresident persons.
901-9. Fiduciary.
,901-10. Fiducia;ry distinguished from.|

agent.

Section 802. Separability clause.

Section 903. Effective date of Act.
Article 903-1. Effective date of Act.

CERTAIN GENERAL FROVISIONS OF LAW RELATING
T0 INCOME TAXES FOR 1838 AND SUBSEQUENT

TAXABLE YEARS
3 Revenue Act of 1938 Par.
Section 602 —
803 -
806 b2
817 45
818 —_
820 —_

Revenue Act of 1935

Section 404 A4
406 55
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Revenue Act of 1934 Par,
Section 507 38
514 41
607 28
Revenue Act of 1932
Section 901 7
2023 72
803 7
004 74
1107 1
1108 61
Revenue Act of 1928
Section 604 70
« 606 17
607 5
608 40
609 58
610 60
614 . 42
616 « 92
617 83
Revenue Act of 1926
Section 257 67
1001 13
1002 14
1003 16
1004 156
~ 1005 16
1104 a7
1105 a9
1107 2
1108 63
1114 63
1118 23
1122 34
1126 36
Revenue Act of 1924
Section 900. 38
601 4
0202 5
903 1]
904 (1]
205 [1]
206 7
907. . 8
908 0
909, 9
910 10
911 11
212, 12
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Revised Statutles
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3173 60
31786, a6
3183 23
3186 . 40
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3224 { @8
3226 61
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3466 "
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3477 67
5144 04
Criminal Code of the United States,
as Amended
Section 35. 64
Judicial Code’
‘| Section 177 (b) 43
374D (1) [13)
" Bankruptcy Act of 1898, as Amended
Sectlons 268-270, 276¢; 395, 306, 30D (4);
620-522, 626 (4), 679, 686 (4)camuuaaa =
. Checks in Payment of Taxes
Act of March 2, 1911, chapter 191, scc=
tion 1, 36 Stat, 965 ccccccccrancnaa 31
Act of March 3, 1913, chapter 119, 37
Stat.,, 733 21
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CHAPTER I
Scope of Regulations

Be it enacted by the Senate and House of
Representatives of the United Stales of
America in Congress assembled, That this
Act, divided into titles and sections accord-
ing to the following Table of Contents, may
be cited as the “Revenue Act of 1938":

* * ® - *
Title T—Income Tax, Subtitle A—Intro-
ductory Provisions

Sec. 1. Application of title—The provi-
sions of this title shall apply only to tax-
able years beginning after December, 31, 1937.
Income, war-profits, and excess-profits taxes
for taxable years beginning prior to January
1, 1938, shall not be affected by the pro-
visions of this title, but shall remain subject
to the applicable provisions of prior revenue
Acts, except as such provisions are modified
by Title V of this Act or by legislation en-
acted subsequent to this Act.

ArTICLE 1-1. Scope of regulelions—
These regulations deal with the taxes
upon net income imposed by Title I of
the Revenue Act of 1938, including the
tax imposed by section 102 of Title I of
that Act upon the net income of certain
corporations, and the tax imposed by
Title TA of that Act upon the undis-
tributed adjusted net income of per-
sonal holding companies (see section
401).

The articles of these regulations have
been given key numbers corresponding
to the numbers of the sections, subsec-
tions, or paragraphs of the Act. For
example, articles 23 (a)-1 to 23 (a)-13,
relating to deduction for expenses, bear
the key number 23 (a), which corre-
sponds to subsection 23 (a) of the Act.
The articles bearing a given key num-
ber are the regulations prescribed with
respect to the corresponding section,
subsection, or paragraph of the Act; and
the section, subsection, or paragraph of
the Act shall be considered as a part of
the respective articles to which it
corresponds.

Sec. 2. Cross references—The cross refer-
ences in this title to other portions of the
title, where the word “see” is used, are made
only for convenience, and shall be given no
legal effect.

' Sec. 3. Classification of provisions——The

provisions of this title are herein classified
and designated as—

Subtitle A—Introductory provisions.

Subtitle B—Generzal provisions, divided
into Parts and sections.

Subtitle C—Supplemental provisions, di-
vided into Supplements and sections.

Art. 3-1. Division of .regulations.—
These regulations have been divided into
38 chapters. Chapter I relates to Intro-
ductory Provisions, Subptitle A of Title L.
Chapters II to IX relate to General Pro-
visions, Subtitle B of Title I. Chapters
X to XXII relate to Supplements A to D
of Supplemental Provisions, Subtitle C of
Title I. Chapters XX to XXTIX relate
to Supplements E to K of Supplemental
Provisions, Subtitle C of Title I. Chap-
ters XXX to XXXVI relate to Supple-
ments I, to R of Supplemental Provisions,
Subtitle C of Title I. Chapter TXXVIT
relates to Title IA, Surtax on Personal

Holding Companies. Chapter XXVIOI
relates to Title VI, General Provisions of
the Act.

Sec. 4. Special classes of texpayers—The
application of the General Proviclons and
of Supplements A to D, inclusive, to ecch
of the following special clacses of taxpayers,
shall be subject to the exceptions and addi-
tional provisions found in the Supplement
applicable to such class, as follows:

(a) Estates and trusts and the beneficlar-
{es thereof—Supplement E,

(b) Afembers of partnerships—Supple-
ment F.

(c) Insurance companies—Supplement G.

(d) Nonresident alien individuals.—Sup-
plement H.

(e) Forelgn corporations—Supplement I.

(1) Individunl citizens of any pocsecsion of
the United States who are not otherwice
citizens of the United States ond who are
not resldents of the United States.—Supple-
ment J.

(g) Individual citizcens of the United
States or domestic corporations, satisfying
the conditions of scction 251 by reacen of
deriving a large portion of their grocs in-
come from sources within o pozsesslon of
the United States—Supplement J.

(h) Chinn Trade Act corporations.—Sup-
plement K.

(1) Forelgn personal holding companies
and their shareholders~—Supplement P.

(j) dMutual investment companics.—Sup-
plement Q.

ART. 4-1. Application of regulations to

} special classes of taxrpayers—\ith re-

spect to certain classes of taxpayers, the
application of the provisions of Chap-
ters I to XXIT Is subject to certain ex-
ceptions and additional provisions, which
are discussed in Chapters XXOI to
XXIX and Chapters IXXIV and XXXV,
as follows:

Chapter XXTIT—Estates and trusts.

Chapter XXIV—Partnerships,

Chapter XXV—Insurance companies.

Chapter XXVI—Nonresident alien in-
dividuals,

Chapter XXVII—Foreign corpora-
tions.

Chapter XXVIII—Income from sources
in possessions of the United States.

Chapter XXIX—Ching Trade Act cor-
porations.

Chapter IXXIV—F'oreign personal
holding companies.

Chapter XXXV—nutual investment
companies.

For provisions interpretative of Title
IA, surtax on personal holding compa-
nies, see articles 401-1 to 409-2, inclu-
sive. For provisions relating to the tax-
ation to shareholders of the income of
foreign personal holding companies and
requiring certain information returns,
see articles 331-1 to 339-3, inclusive.
For provisions relative to surtax on cor-
porations improperly accumulating sur-
plus, see articles 102-1 to 1024, inclu-
sive.

CHAPTER IX
Rates of Taz

Subtitle B—General Provisions, Part I—
Rates of Tax

Sec. 11, Normal taz on indipiducls—There
shall be levied, collected, and pald for exch
taxable year upon the nst income of every
individual & normal tax of 4 per centum of
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the cmount of the net income In excess of
the credits azainst net Income provided in
eection 235,

ART. 11-1. Imcome taxr on individ-
uals.—Title I of the Act, which applies
only to taxzable years beginning after
December 31, 1937 (see szetion 1), im-
poses an income tax on individuals, in-
cluding a normal tax (section 11) and a
surtax (section 12). The tax is upon nzt
income which is determined by subfract-
ing the allowable deductions from the
grozs Income. (See general sections 21—
24.) In certain cases credits are allowed
arainst the net income before computing
the tax (sectlon 25) and in other cases
arainst the amount of the tax (szctions
31, 32, and 131). In general, the tax is
payable upon the basis of returns render-
ed by persons liable thereto (sections 51,
53, 142, and 217), except that in some
instances it is to be paid at the source
of the income (section 143). Excepfions
and additional provisions applicable fo
certain special classes of taxpayers are
listed in section 4. Sce section 102 as to
shareholders of corporations formed or
ztl:iﬂed of fto prevent imposition of sur-

See Supplement P as to shareholders
of foreiem personal holding companies.
See section 117 as to the freatment of
capital gains and capital losses.

ArT. 11-2. Citizens or residents of the
United States liadle to taxr—In general,
citizens of the United States, wherever
resident, are liable to the tax, and it
makes no difference that they may own
no gssets within the United States and
may receive no income from sources
within the United States. Every resident
alien individual is liable to the fax, even
thouch his income is wholly from sources
outside the United States. As to non-
resident allen individuals, sze sections
211-219.

ArTt. 11.-3. WWho 1s a cilizen—Every
person born or naturalized in the United
States, and subject to its jurisdiction, is
o citizen. When any naturalized citizen
has left the United States and resided
for two years in the foreign country from
which he came, or for five years in any
other forelen country, it is presumed
that he has ceased to be an American
citizen. This presumtpion does not ap-
ply, however, to rezidence abroad while
the Unlted States was at war, nor does
it apply in the case of individuals born
in the United States subject to its juris-
diction. However, even though an indi-
vidual born in the United States, subject
to its jurisdiction, of either citizen or
allen parents, resided in a foreign coun-
try for a number of years, he would still
be a citizen of the United States, unless
be bad become naturalized in, or taken
an oath of allegiance to, the foreizgn
country of residence or some other for-
eign state. A foreisner who has filed
his declaration of intention of becoming
a citizen of the United Stafes but who
has not yet received his final citizenship
papers is an allen. Sge articles 211-2 to
211-5 for distinction bebween a resident
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alien individual and a nonresident alien
individual. 2

Sec. 12. Surtax on individuals—(a) Defi-
nition of “surtax met income”—As used in
-this section the term “surtax net income”
means the amount of the net income in ex-
cess of the credits against net income pro-
vided in section 25 (b).

(b) Rates of surtaz~—There shall be levied,
collected, and paid for each taxable year
upon.the surtax net income of every individ-
ual a surtax as follows:

Upon a surtax net irncome of $4,000 there
shall be no surtax; upon surtax net incomes
in excess of $4,000 and not ih excess_of $6,000,
4 per centum of such excess.

$80 upon surtax net incomes of $6,000; and
upon surtax net incomes in excess of $6,000
and not in excess of $8,000, 5 per centum in
addition of such excess.

$180 upon surtax net incomes of $8,000;
and upon surtax net incomes in excess of
$8,000 and not in excess of 210,000, 6 per
centum in addition of such excess. ,

$300 upon surtax net incomes of $10,000;
and upon surtax net incomes in excess of
$10,000 and not.in excess of $12,000, 7 per
centum in addition of such excess. i

8440 upon surtax net incomes of $12,000;
and upon surtax net incomes in excess of
$12,000 and not in excess of $14,000, 8 per
centum in addition of such excess.

$600 upon surtax net incomes of $14,000;
and upon surtax net incomes in €xcess of
$14,000 and not in excess of '$16,000, 9 per
centum in addition of such excess.

8780 upon surtax net incomes of $16,000;
and upon surtax net incomes in excess of
$16,000 and not In excess of $18,000, 11 per
centum in addition of such excess.

$1,000 upon surtax net incomes of $18,000;
and upon surtax met incomes in excess of
$18,600 and not in excess of $20,000, 13 per
centum in addition of such excess.

$1,260 upon surtax net incomes of $20,000;
and upon surtax net incomes in -excess of
$20,000 and not in excess of $22,000, 15 per
centum in addition of such excess.

$1,660 upon surtax net incomes of $22,000;
and upon surtax net incomes in excess of
822,000 and not in excess of $26,000, 17 per
centum in addition of such excess.

$2,240 upon surtax net incomes of $26,000;
and upon surtax net incomes in excess of
$26,000 and not. In excess of £32,000, 19 per
centum in addition of such excess.

$3,380 upon surtax net.incomes of $32,000;
and upon surtax net incomes in excess of
$32,000 and not in excess of $38,000, 21 per
centum in addition of such excess.

$4,640 upon surtax net incomes of $38,000;
and upon surtax net incomes in excess of
$38,000 and not in excess of $44,000, 24 per
centum In addition of such excess.

§6,080 upon surtax net incomes of $44,000;
and upon surtax net incomes in excess of
$44,000 and not in excess of $50,000, 27 per
centum in addition of such excess.

$7,700 upon surtax net incomes of $50,000;
and upon surtax net incomes in exzcess of
$50,000 and not in excess of $56,000, 31 per
centum in addition of such excess. -

§9,660 upon surtax net incomes of $56,000;
and upon surtax net incomes In excess of
$56,000 and not in excess of $62,000, 35 per
centum in addition of such-excess.

$11,660 upon surtax net; incomes of $62,000;
and upon surtax net incomes in excess of
$62,000 and not in excess of 68,000, 39 per
centum in addition of such excess.

$14,000 upon surtax net incomes of $68,000;
and upon surtax net incomes in exeess of
$68,000 .and not in excess of
centum in addition of such excess.

‘816,680 upon surtax net incomes of $74,000;
and upon surtax net incomes in excess of
$74,000 and not in excess of $80,000, 47 per
centum in addition of such excess. :

$19,400 upon surtax net incomes of $80,000;
and upon surtax net incomes In excess of
$80,000 and not In excess of $90,000, 51 per
centum In addition of such excess. .

$24,600 upon surtax net incomes of $90,000;
~and uponr surtax net incomes In excess of

$74,000, 43 per |

$90,000 and not in excess of $100,000, 65 per
centum in addition of such excess.
$30,000 upon surtax net incomes of $100,-
000; =nd upon surtax net incomes in excess
of $100,000 and not in excess of $150,000, 58
per centum in addition of such excess.
$59,000 upon surtax net Incomes of $150,-
000;. and upon surtax net incomes in excess
of $150,000 and not in excess of $200,000, 60
per centum in addition of such excess.
$89,000 upon surtax net incomes of $200,-
000; and upon surtax net incomes In excess
of $200,000 and not in excess of 250,000, 62
per centum in addition of such excess.
$120,000 upon surtax net incomes of $250,~
000; and upon surtax net incomes In excess
of $250,000 and not in excess of 300,000, 64
per centum in addition of such excess.

$152,000 upon surtax net incomes of $300,- |$

000; and upon surtax net incomes. in excess
of $300,000 and not in excess of $400,000, 66
per centum in addition of such excess.
$218,000 upbn surtax net incomes of $400,-
000; and upon surtax net incomes in excess
of $400,000 and not in excess of $500,000, 68
per centum in addition of such excess,
$286,000 upon surtax net incomes of $500,-
000; and upon surtax net incomes in excess
of $500,000 and not in excess of $750,000, 70
per centum in addifion of such excess,
$461,000 upon surtax net incomes of $750,~
000; and upon surtax net incomes in excess
of $750,000 and not in excess of $1,000,000, 72
per centum in addition of such excess.
$641,000 upon surtax net ihcomes of 81,~
000,000; and upon surtax net incomes in ex-
cess of $1,000,000 and not In excess of 82,000,

000, 73 per centum in addition of such excess.

81,371,000 upon surtax net incomes of
$2,000,000; and upon surtax net incomes in
excess of $2,000,000 and not in excess of
$5,000,000, 74 per centum in addition of such
excess. ~

$3,591,000 upon surtax net Iincomes of
$5,000,000; and upon surtax net incomes in
excess of $5,000,000, 75 per centum in addi-

tion of such excess.

(¢) Taz in case of capital gains or losses.—
For rate and computation of alternative tax
in lieu of normal tax and surtax in the case
of a capltal gain or loss from the sale or
exchange of capital asséts held for more than
eighteen months, see section 117 (¢).

(d) Sale of oil or gas properties—For limi~-
tation of surtax attributable to the sale of
ofl or gas properties, see section 105.

(e) Tax on personal holding
For surtax on personal holding companies,
see(f?ﬂeo%& e of surtai

U nee o, ares incorpora-
tion—For surtax on corporatic%ls which ac-
cumulate surplus to avoid surtax on share-

holders, see section 102. .
ART, 12-1. Surtaz.—In addition to the
normal tax imposed by section 11 a sur-
tax is imposed at the rates specified in
section 12 upon the surtax net income of
every individual, resident or nonresident,
except nonresident alien individuals sub-
ject to the tax imposed by section 211 (a).
The surtax net income is the amount of
the net income in excess of the personal
exemption and credit for dependents.
(See generally articles 25-1 to 25-7.) For
surtax on corporations improperly ac-
cumulating surplus see section 102. Asto
surtax on personal holding companies,
see Title IA. B
AR, 12-2. Computation of surtar—
The following table shows the surtax due
for taxable years beginning after Decem-
ber .31, 1937, upon certain specified
amounts of surtax net income.
instance the first figure of the surtax
net income in the surtax net-income col-~
umn is to be excluded and the second

‘figure included. ‘The percenfage given

opposite applies to the excess of income

-

companieg.—

In each | an
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over the first figure in the surtax net-
income column. The last column glves
the total surtax on a surfax net income
equal to the second figure in the surtax
net-income column.

Surtax Table

Surtax net Incomo Percent | Total surlux

$0 to $4,000.

$4,0€0t0 6,000 cccnccuanaan 4 ?30
86,000 to $3,000. . 5 80
£8,000 to $10,000. 0 300
510,000 to $12,000. 7 440
$12,000 to $14,000. 8 ]
514,000 to $16,000. 0 T80
516,000 to $18,000. 1 1,000
318,000 to $20,000. 13 1,200
$20,000 to $22,000. .. 16 1,660
522,000 to $26,000....- 17 2,240
$26,000 to $32,000... 19 3,350
332,000 to $33,000. 21 . 4.0
$38,000 to $44,000. 24 . 0, 050
$44,000 to $50,000. 27 7,700
$50,000 to $56,000. 81 9,660
356,000 to $62,000. 35 11,660
$62,000 to $68,000. 39 14,000
$63,000 to $74,000.... 43 8, 630
$74,000 to $30,000... 47 10,400
$80,000 to $30,000. ... &l 24,000
$30,000 to $160,000.. i} 0, 000
$100,000 to $15(,000. ] 09,000
$150,000-t0 $200,000. 60 80,000
$200,000 to $250,000.. 62 120, 0c0
$250,000 to $300,000. 4 162,000
$300,000 to $400,000.. 113 218,000
$400,000 to $500,000.... 63 230,060
£500,000 to $750,000... 70 461,000
$750,000 to $1,000,000.. 72 641,000
$1,000,000 to $2,000,000. 73 1,371,000
$2,000,000 to $5,000,000. 74 3, 591, 00
$5,000,000 UP. < ccauaan 75 |eancocaavonnan

The surtax for any amount of surtax
net income not stated in round figures in
the table is computed by adding to the sur-
tax for the largest amount stated which
is less than the surtax net income, the sur-
tax upon the excess over that amount aft
the rate indicated in the table. Accord-
ingly, the surtax due for taxabie years
beginning after December 31, 1957, upon
a surtax net income of $63,128 would be
$12,099.92, computed as follows:

Surtax on $62,000 from table.... $11,660.00
Surtax on $1,128 at 39 pérecent_.. 439.03

Total 12, 009.902

Sec, 138. Taz on corporations in general—
(a) Adjusted net income—~—For tho purposes
of this title the term “adjusted net imcomo”
means the net income minug the credit pro«
vided in section 26 (a), relating to ‘interest
on certain obligations of the United States
and Government corporations. ¢

(b) Imposition of tar~—There shall bo
levied, collected, and pald for each taxablo
year upon the net income of every corporu-
tion the net income of which {8 more than
$25,000 (except n corporation subject to tho
tax imposed by section 14, section 231 (a),
Supplement G, or Supplement Q) a tax coms«
puted under subsection (o) of this scotlon
or a tax computed under subsection (d) of
this section, whichever tax is the lesser.

(c) General rule—The tax computed under
this subsection shall be as follows:

(1) A tentatlye tax shall first bo computed
equal to 19 per centum of the adjustecd not
income.

(2) The tax shall bo the tentative tax
reduced by the sum of—

(A) 1615 per centum of the credit for
dividends received provided in section 26 (b);

d

(B) 2% per centum of the dividends paid

credit provided in sectlon 27, but not to

fﬁceed 21, per centum of the adjusted nob
come.

(d) Alternative tax (corporations with net
income slightly more than $25,000) —(1) Xf
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no portion of the gross income consists of in-
terest allowed as a credit by section 26 (a)
(relating to interest on certain obligations of
the United States and Government corpora-
tions), or of dividends of the class with re-
spect to which credit is allowed by section
26 (b), then the tax computed under this
subsection shall be equal to $3,525, plus 32
per centum of the amount of the net income
in excess of $235,000.

(2) If any portion of the gross income con-
sists of such interest or dividends, then the
tax computed under this subsection shall be
as follows: "

(A) The net income shall be divided into
two divisions, the first division consisting of
$25,000, and the second division consisting of
the remainder of the net income.

(B) To the first division shall be allocated,

until an aggregate of $25,000 has been so al-
located: First, the portion of the gross in-
come consisting of such interest; second, the
portion of the gross income consisting of
such dividends; and third, an amount egual
to the excess, if any, of $25,000 over the
amounts already allocated to the first divi-
sion.

(C) To the second divison shall be allo-
cated, until there has been so allocated an
aggregate equal to the excess of the net in-
come over $25,000: First, the portion of the
gross income consisting of such Interest
which -is not already allocated to the first
division; second, the portion of the gross in-
come consisting of such dividends which is
not already allocated to the first division;
and third, an amount equal to the excess, if
any, of the net income over th sum of $25,000
plus the amounts already allocated to the
second division.

(D) The tax shell be equal to the sum of
the fcllowing:

(i) A tax on the $25,000 allocated to the
first division, computed under section 14 (c),
on the basis of the allocation made to the
first division and as if the amount so ello-
cated constituted the entire net income of
thz corporation.

(ii) 12 per centum of the dividends re-
“ceived allocated as such to the second divi-
sicn.

(iif) 32 per centum of the remainder of
the amount allocated to the second division,
except interest allowed as a credit under
section 26 (a).

(e) Corporations in bankruptcy and re-
celvership.—If a domestic corporaticn is for
any portion of the taxable year in bank-
ruptey under the laws of the United States,
or insolvent and in receivership in any court
of the United States or of any State, Terri-
tory, or the District of Columbia, then, when
the tax is computed under subsection (c),
the tentative tax shall be reduced by 214
per centum of the adjusted net income, in-
stead of by 21 per centum of the dividends
paid credit. -

(f) Joint-stock land banks—In the case
of a joint-stock land bank organized under
the Federal Farm ILoan Act, as amended,
when the tax is computed under subsection
(c), the tentative tax shall be reduced by
215 per centum of the adjusted net income,
instead of by 2% per centum of the divi-
dends pald credit.

(9) Rental housing corporations—In the
case of & corporation which at the close of
the taxable year is regulated or restricted by
the Federal Housing Administrator under
section 207 (b) (2) of the National Housing
- Act, as amended, when the tax is ccmputed
under subsection (c), the tentative tax shall
be reduced by 215 rer centum of the ad-
Justed net income, instead of by 21, per
centum of the dividends paid credit; but only
if such Administrator certifies to the Com-
missioner the fact that such regulation or
restriction existed at the close of the taxable
year. Ii shall be the duty of such Adminis-
trator promptly to make such certification to
the Commissioner after the close of the tax-
able year of each corporation which is so
regulated or restricted by him.

(k) Ezempt corporations—Fcr Corporo-
tlons exempt from taxation urdcr this title,
see section 101,

(i) Tax on personal holding comparizs—
For surtax on personal holding companies,
= 'I‘it}Ie properm' accumulaiion of Tus,
Fog)su;gax on corporations whlchsggunfu-
Iate surplus to avold surtax on charcholders,
see section 102,

ArT. 13-1, Tax on corporations in gen-
eral—=Section 13 imposes an income tax
on corporations in general the net in-
come of which is more than $25,000.
Every such corporation is liable to the
tax imposed by that section, except (1)
corporations expressly exempt from tax-
ation under Title I (see section 101); (2)
corporations subject to tax under sec-
tion 14, belng (A) corporations having
net incomes of not more than $25,000,
(B) banks, as defincd in section 104, (C)
corporations organized under the China
Trade Act, 1922, (D) corporations which
by reason of deriving a large portion of
their gross income frcm sources within a
possession of the United States are en-
titled to the benefits of section 251, and
(E) foreign corporations; (3) insurance
companies (see Supplement G); and (4)
mutual investment companies (cce Sup-
plement Q).

It makes no difference that a domestic
corporation subject to any tax imposed
by section 13 may derive no income from
sources within the United States. Tne
tax imposed by section 13 is computed
upon the “adjusted net income,” that is,
the net income as defined in section 21
minus the credit provided in section 26
(a), relating to interest cn certain obli-
gations of the United States and its in-
strumentalities, ‘The term “adjusted net
income” is used elscwhere in the regula-
tions under Title I and where o uscd has
the meaning here given to it.

The tax is payable upon the basis of
returns rendered by the corporations
liable thereto, except that in some cases
a tax is to be paid at the source of the
income (see also sections 47, 52, 53, 144,
and 235). For what the term “corpo-
ration” includes and for the difference
between domestic and foreirn corpora-
tions, see section 901. For surtax on
personal holding companies, see Title
JA, For surtax on corporations im-
properly accumulating surplus, see sec-
tion 102. For the duration of the op-
eration of section 13, see section 15.

The tax imposed shall bz computed
under subsection (¢) (the general rule)
or subsection (d) (the alternative tax)
of section 13, whichever computation
produces the lesser tax. Subsection (d)
is designed primarily for corporations
having net incomes of slichtly more than
$25,000. In the case of such corpora-
tions, subsection (d) will frequently pro-
duce & lesser tax, althourh the result
in any given cacse depends upon the facts
and figures involved (see article 13-3).

ArT. 13-2. Taxr under general rule—
Subsection (¢) of section 13 provides for
the tax computation under what is

€25

termed the “general rule” A tentative
tax i5 first computed upon the adjusted
net income at the rate of 19 parcent.
Two credits are allowed against this
tentative tax. The more important of
thesz credits, in the majority of cases, is
the one which allows a reduction in th>
tentative tax by 215 percent of the divi-
dends paid credit provided for in section
27. However, this credit may not bz al-
lowed in excess of 21% percent of the ad-
justed net income, For definition of the
term “dividends p2id credit” and compu-
tation thereof, see article 27 (a)~1. The
other credit allowed against the tenfa-
tive tax is computed by taking 1615
rercent of the credit for dividends
received as described in section 26 (b),
relating to dividends received from do-
mestic corporations.

The application of the general rule sef
out in subsection (¢) of section 13 may
be Mustrated by the following example:

Example: The A Corporation, a do-
mesiie corporation, which is not a banlz
affiliate referred to in section 26 (d) ,has
for the calendar year 1938 a net income
of $110,000, including interest on United
States oblizations in the amount of $10,~
000 allowable as a credit under section
26 (a) and dividends amounting to $10,-
000 from domestic corporations subject
to taxation under Title I. The corpora-
tion pays to its shareholders, during tha
taxable year, $30,000 in dividends. It is
not entitled to any dividend carry-sver
under section 27. Its tax for the calen-
dar year 1938 Is $17,097.50, computzcd a3
follows:

Computation of Tex
Tentative tax:
et income ____._._ $110,090
Lozs credit for inter-
et on United

States obliga-

tions 10,000

Adjusted net in-
COME cie 100, 000
Tentative tax under coction 13
(¢) (19 porcent of $160,000) .
Crcdits on gccount of dividends
recelved and dividends pafd:

(1) Dividends re-

cefved (85

percent of

810,000 £

1615 per~

$19,000.00

cent) ceeee. £1,402.50
(2) Dividends paid

(630,000 —

810,000 %

212 per-

cont) comeen £§09.¢0

'rotazzcreeut {coction 13 (c)
)

B S ——

1,832.53

Total tax 17,G07.58)

Ant, 13-3. Alfernativz taxr (corpora-
tions with net incomes slightly more
than $25,000) —Subszction (d) of sec-
tion 13 provides an alternative methad
for computiny the tax in the case of
corporations having net incomes of
slghtly more than $25,000. If no por-
tion of the gross income consists of in-
terest on obligations of the United States
and its Instrumentalities allowable as a.
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credit under section 26 (a), or of divi-
dends of the class with respect to which
the credit is allowable under section 26
(b), the alternative tax is equal to
$3,525 plus 32 percent of the amount of
the net income.in excess of $25,000. If
any portion of the gross-income consists
of interest or dividends referred to in the
preceding sentence, it is necessary, in
order to determine the amount of net
income subject to tax and the rate of
tax applicable thereto, first to divide the
income into two parts, or divisions, the
first division consisting of $25,000 and
the second division consisting of the bal-
ance of the net income in excess of
$25,000.

The first division is composed, first, of
gross income from interest on obliga-
tions of the United States and its in-

strumentalities, allowable as a credit

under section 26 (a); second, the por-
tion of the gross income consisting of
dividends of the class with respect to
which credif is allowable under secfion
26 (b); and, third, an amount equal to
the excess, if any, of $25,000 over the
sum of the gross income from interest
on such obligations and dividends as are
already allocated to the. first division.
For the purposes of section 13, this ex-
cess is referred to in these regulations
as “ordinary income.” In segregating
the portion of the net income allocated
to the second division, the portion of the
gross income from-interest on certain
obligations of the United ‘States and its
instrumentalities, credit for which is
allowable under section 26 (a), which
has not already been a.llocated to the

first division is allocated to the second |-

division. Gross income from dividends
of the class with respect to which credit
is allowable under section 26 (b), not
already allocated to the first division, is
next assigned as a portion of the net
income in the second division. The ex-
cess, if any, of the portion assigned to
the second division over the sum of the
gross income from such interest and
dividends, allocated to the second di-
vision, is considered to be ordinary in-
come for the purposes of section 13,
The alternative tax in such a case is the
sum of three items: First a tax is com-
puted under section 14 (¢) on the
$25,000 as allocated to the first division,
as if this amount constituted the entire
net income of the corporation. To this
tax there is added 12 percent of the div-
idends allocated to the second division
and 32 percent of the amount of the
ordinary income allocated to the second
division, The following examples illus-
trate the computation of the alternative
tax in such a case, and demonstrate
that in some cases the tax imposed un-
der the general rule will be less than the
alternative tax, while in other cases the
alternative tax will be less than the tax
imposed under the general rule:

Ezample (1): The A Corporation, a
domestic corporation (not a bank af-
filiate), has for the calendar year 1938

a net income of $34,000, including inter-
est on United States obligations (allow-
able as g credit under section 26 (a))
in the amount of $15,000 and dividends
amounting to $12,000 (allowable as a
credit under section 26 (b)). If is not
entitled to a dividends paid credit under
section 27. Since, as will hereinafter ap-
pear, the alternative tax is more than
the tax computed under the general rule,
the correct tax is the tax computed un-
der the general rule, that is, $1,93%7. The
tax is computed as follows:

Taz Under General Rule

Net income. 434, 000. 00
Less Interest on United States

) 0b11gaticm= 15, 000. 00

" Adjusted net income._...... . 19,000.00
Tentative tax (19 percent of

. $19,000.00) el 3, 610.00
Léss credit for dividends received
(1615 percent of 85 percent

of $12,000.00) ool oo 1, 683.00

Total tax under general .
TULE e 1,927.00

. ~  Alternative Tax
Total net income

$34, 000. 00
Less net income auocated to fir:
division 25, 000. 00

Net fncome allocated to

second divisfon.__...__ 9, 000. 00
Tax on first division: -
‘Total net income 25, 000. 00

Less Interest on United States

obliga’rinm 15, 000. 00
Adjusted net {ncome. ... , 10,000.00
Less credit for dividends re-

ceived (85 percent of $10,-

000) 8, 500. 00
Special class net income (sec-

tion 14 (8)) oo 1, 500.00
Tax under section 14 (1214

percent of $1,500) oo ao- 187.50

Tax on second division: -
Total income allocated to sec-

ond divisfon._______.___. 9, 000. 00
Less dividends received allo-

cated to second division._ 2, 000.00
Ordinary income 7, 000. 00

Tax: ~
(12 percent of $2,000) .. ) 240. 00
(82 percent of $7,000) oo 2,240,00

Total tax on second divi-

(s o SV 2, 480:00

Total ,alternative tax: -
Tax on first division _________ 187.50
Tax on second diviston________ 2,480.00
Total altemative tax_ oo 2, 667. 50

Example (2): The A Corporation, a
domestic corporation (not a bank affili-

ate), has for the’calendar year 1938 a.

net income of $27,000, including interest
on United States obligations (allowable
as a credit under section 26 (a)) in
the amount of $10,000, but no dividends
allowable as a credit under section 26
(b). It paid dividends during the year
in the amount of $15,000. It is not en-
titled to any dividend carry-over under
section 27. Since the alternative tax is
less than the tax computed under the
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general rule, the correct tax is the al-
ternative tax, that iIs, $2,665, 'The tax
is computed as follows:

Alternative Tax

Allocation of income:
First division:
Interest on United States obli~
610, 000

gations
5

Ordinary income. 16, 000
Total 25,000
Second division:
Ordinary InCome.ccmanaaus w—maa 3,000
Total income, 27,000
f——— "
Tax under alternative plan:
Pirst division:
121, percent of £5,000....- 026
14 percent of $10,000..... 1,400
Total tax on first divisfon.... 9,020
Tax on second division (33 per-
cent of $2,000) cccuncnncacua - 640
Total tax wunder alternative
plan 2, 666
| —————1
Taz Under General Rule
Total net Income $217, 000
Less interest on United States obli«
gations. 10, 000
Adjusted net INCOMO. mvcumunn 17, 000
f——— L]
Tentative tax (19 percent of
$17,000) 3,230
Less credit for dividends pald (2%
percent of §16,000—310,000) cuuu 126
Tax 3,106

Art, 13-4. Corporations in bankrupicy
or receivership, joint-stock land banks
and rental housing corporations—In any
case in which the tax is computed under
subsection (¢) of section 13 and the tax-
payer is—

(1) a domestic-corporation which for
any portion of the taxable year is In
bankruptey under the laws of the United
Sta.tes, or insolvent and in recelvership
in any court of the United States or of
any State, Territory, or the District of
Columbia, or

(2) a joint-stock land bank organ-
ized under the Federal Farm Loan Act,
as amended, or

(3) a corporation which at the close of
the taxable year is regulated or restricted
by the Federal Housing’ Administrator
under section 207 (b) (2) of the National
Housing Act, as amended, and such ad-
ministrator certifies to the Commissioner
the fact that such regulation or restric-
tion existed at the close of the taxable
year,

then in lieu of the credit against the fen<"
tative tax as computed under subsection
(c) on account of dividends paid, there
shall be allowed & credit of 214 percent
of the adjusted net income. If the net
income of any such corporation is $25,000
or less, it is taxed under section 14, and if
its net income is slightly more than
$25,000, it may be subject to the alternp~
tive tax under section 13 (d), =«
Generally, in the case of any proceed-~
ings under the Bankruptcy Act of 1898, ay
amended, the corporation is in banlc~
ruptey if it has been adjudicated banke
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rupt, if a petition for reorganization of
the corporation has been filed by the cor-
poration or its creditors and has been
approved by the court having jurisdiction
thereof, or if the corporation has filed a
petition for an arrangement of its in-
debfedness under Chapter XTI of the Act
in a court having jurisdiction thereof.
In such case, the provisions of subsection
(e) of section 13, allowing a credit of 21%
percent of the adjusted net income, in
lieu of the credit on account of dividends
paid, shall not apply to—

(a) the debior corporation if the pro-
ceeding is dismissed prior to the con-
firmation by the court of a plan of re-
organization or an arrangement;

(b) any corporation organized pursu-
ant to the provisions of the plan;

(c¢) any corporation which pursuant to
the plan or arrangement acquires any of
the properties of the debtor corporation
by way of consolidation or merger or any
corporation which is merged or consoli-
dated with the debtor corporation pursu-

" ant to the plan; or

(d) the debtor corporation for any tax-
able year subsequent to the taxable year
during which any of the properties dealt
with by the plan either

(1) are iransferred and conveyed by
the trustee or trustees to the debtor cor-
poration or the other corporation or cor-
porations provided for by the plan, or,

" (2) if no trustee has been appointed,
are retained by the debtor corporation,

free and clear of all claims of the debtor
corporation, its shareholders and cred-
itors, except such claims as may consist-
ently with the plan be reserved in the
order confirming the plan or directing
the transfer and conveyance or retention
of such properties.

The term “insolvent” means insolvency
in the sense of excess of liabilities over
assets and in the sense of inability to
meet obligations as they mature.

Any corporation claiming the credit
under subsection (e), (f), or (g) of sec-
tion 13, that is, seeking to reduce the
tentative tax by 21, percent of the ad-
justed net income, instead of by 21% per-
cent of the dividends paid credit, shall
file as a part of its return for each taxa-
ble year for which such credit is claimed
a statement under oath of all facts per-
tinent to its claim.

Sec. 14. Tax on special classes of corpo-
rations—(a) Special class mnet income—
For the purposes of this title the term “spe-
cial class net income” means the adjusted
net income minus the credit for dividends
received provided in cection 26 (b).

() There shall be levied, collected, and
paid for each tazable year upon the special
class net income of the following corpora-
tions (in lieu of the tax imposed by section
13) the tax hereinafter in this section
specified.

(¢) Corporations with net incomes of not
more than $25,000—If the net income of
the ccrporation is not more than $25,000,
and if tke corporation dees not ccme within
cne of the classes specified in subsection

No.28——-3

(d), (e), (f), or (g) of this cectlon, tho tox
shall be as follows:

Upon speclal closs nct Incomes not in
excess of $5,000, 1215 peor contum.

£625 upon special clecs net incomes of
$5,000, and upon specinl class net incomes
in excess of 85,600 ond not in cxees of
820,000, 14 per centum In addition of cuch
exCess.

$2725 upon speelnl elacs net Incomes of
$20,000, and upon epacinl ¢lacs net incomcs
in excess of $20,000, 16 por centum in addl-
tion of such exccss,

(d) Special clasces of corporations—In
the casz of the following corporctions the
tax shall be an amount cqual to 16!3 per
centum of the spcelal clacs net income, re-
gardlezss of the amount thercof:

(1) Banks, as defincd in ccetion 104,

(2) Corporations organized wunder the
China ‘Trade Act, 19223,

(3) Corporations which, by reason of de-
riving a large portion of thelr gress Income
from gourdes within a possecslon of the
United States, are entitlcd to the bonefits of
section 251,

e) Foreign corporations.—~(1) In the caca
of (a forelgn corporation engafed in trade
or business within the United States cor
having an office or place of business thorein,
the tax shall be an amount cqual to 10 per
centum of the speecinl clacs net income, re-
gardless of the amount thereof.

(2) In the case of o foreign cerporation
not engaged in trade or business within the
United States and not having an office or
place of business therein, the tax chall be as
provided in section 231 (a).

(f) Insurance comyanics—In the casa of
insurance companies, the tax chall be 25 pro-
vided in Supplement G.

(9) 2Mutual investment companics—In the
case of mutuzl investment cempanics, g3
defined in Supplement Q, the tax chall be o5
provided in such Supplement.

(h) Ezempt corporations—TFor Ccorpora-
tlons exempt from taxation undcr this title,
see section 101,

(1) Taz on personal holding companics—
For surtax on personal holding companles,
see Title IA.

(§) Improper accumulation of surplus—
For surtax on corporations which cccumulate
surplus to avold surtax on chareholders, coe
section 102,

ART. 14-1. Taz on cpecial corpora-
tions—Section 14 imposes an income tax
upon (1) corporations havin~ net in-
comes of not more than $25,000, (2) cer-
tain special clogses of corporations, and
(3) certain foreign corporations., The
special classes of corporations are banks,
as defined in section 104, corporations
organized under the China Trade Act,
1922, and corporations which, by reacon
of deriving a large portion of their gross
income from sources within a poszession
of the United States, are entitled to the
benefits of section 251. The tax imposed
by section 14 is in lleu of the tax imposed
by section 13. Corporations expressly
exempt from taxation under Title I (cee
section 101) are not subject to tax under
section 14,

The tax is imposed upon the “speclal
class net income,” that is, the adjusted
net income minus the credit for divi-
dends received provided in section 26 (b),
releting to dividends recelved from a
domestic corporation which is subject to
taxation under Title I (85 percent of
dividends received, but not in excess of
85 percent of the adjucsted net ircome).
The term “special class net income” is

uzzd elcawvhere in the regulations undsr
Title I and where 5o uzed has the mean-~
ing here given it

As In the cacse of corporations subjech
to the tax under section 13, it makes no
difference that a domestic corvoration
subject to any tax imposed by sesction
14 may derive no income from sources
within the United States. So also, the
tax {3 payable upon the bads of returns
rendered by the corporafions liablz
thereto, except that in’ some cases 2
tax is to be pald at the source of tha
income (cee also cections 47, 52, 53, 144,
and 235). For what the ferm “corpora-
tion” includes and for the difference bz~
tween domestic and foreion corporations,
see section 201, For surtax on personzl
holdiny companies, sce Title JA. For
surtax on corporations improperly accu-
mulating“surplus, see szction 102. For
the duration of the opsration of section
14, sea section 15.

Ezample: The A Corporation, a domes-
tic corporation, has for tha calendar year
1938 a net income of $24,000, including
interest on United States oblizations
(allowable as a credit under section
26 (a)), . n the amount of $9,000 and
dividends received of the class allowabla
as a credit under szction 26 (b) in the
amount of $5,000. The corporation pays
to its shareholders, during the taxable
year, $5,000 in dividends. The tax uron
the corporation is $1,430, computed as
follows:

Total net income.
L3 interest on United States obdza-

824,099

9,042

Adjusted net {pcome__ 15,600
Doduct credit under cection 25 (b)

{85 porcent of $5,000) - 4,239

Speelal ¢lams net income . 10,759

Taz on §5,039 from table on p. 623 625

‘Tax on 83,759 at 14 porcent.. - 8035

Total taxz. 1,439

Subsection (d) of section 14 relates to
(1) banks, as defined In section 104,
(2) corporations organized under the
China Trade Act, 1922, and (3) corpo-
rations which, by reason of deriving a
larpe portion of thelr gross income from
souress within possezsions of the United
States, are entitled to the banefits of sz2c-
tion 251. That subssction imposes an
{ncome tox upon such corporations in an
amount cqual to 1615 percent of the
epeclal elass neb income, regardless of the
amount thereof.

Subzection (e) of szction 14 provides
for o tax on forelmm corporations enzaged
in trade or business within the United
States or having an office or place of
business therein, equal to 19 percent of
the spzelal class net income, regardless
of the amount thereof. In the case of
forelrm corporations not engaged in trade
ar business within the United States and
not havinT an office or place of businass
therein, the tax is as provided in section
231 (a). In the cas2 of insurance com-
panles, the tax is as provided in Supple-
ment G. In the cas2 of mufual invest-
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ment companies, as defined in Supple-
ment Q, the tax is as provided in Supple-
ment Q. ‘

Subsection (e). of section 14 imposes a
tax at graduated rates on corporations
which do not have net incomes of more
than $25,000 and which do not come
within one of the classes specified in sub-
section (d) (special classes of corpora-
tions), (e) (foreign corporations), )
(insurance companies), or (g) (mutuul
investment companies) of section 14.
The tax is the same whether or not the
corporation distributes any dividends
during the taxable year.

The following table shows the income
tax due from corporations coming within
the terms of subsection (¢) Of section 14
upon certain specified amounts of special
class net income. In each instance the
first figure of the special class net income
in the special class net-incomeé column is
to be excluded and the second figure in-
cluded. The percentage given opposite
applies to the excess of income over the
first fisure in the special class net-in-
come column. The last column gives the
total tax on a special class net income
equal to the second figure in the special
class net-income column:

Table of Corporation Income Tax Under

\

Section 14 (¢)

B8pecial class net income “Percent | Total tax
$0£0 35,000 eoeeeimmecmae 1234 $625
$5,000 10 520,000, c meencommannn- 14 2,
$20,000 t0 $25,000. ccenamnicmnn- 18 3, 525

1

The tax under subsection (¢) of sec-
tion 14 for any amount of special class
net income not shown in the table is
computed by adding to the tax for the
largest amount shown which is less than
the special class net income, the tax
upon the excess over that amount at the
rate indicated in the table,

Sec. 15. Corporate taxes effective for two
tarable-years.—The taxes imposed by section
13, section 14 (except subsection (e) (2)),
Supplement G, or Supplement Q, of this Act,
or by section 13, section 14, or Supplement G
of the Revenue Act of 1936, shall not apply
to any taxable year beginning after Decem-
ber 31, 1939.

CHAPTER IIX
Gross Income—Net Income
Part II—Computation of Net Income

SEc. 21, Net income~—"Net income” means
the gross income computed under section 22,
less the deductions.allowed by section 283.
For definition of “adjusted net income”, see
section 13 (a); for definition of “gpecial
class net Income”, see section 14 (a).

Anr. 21-1. Meaning of net irncome—
The tax imposed by Title I is upon in-
come. Neither income exempted by
statute or fundamental law, nor expenses
incurred in connection therewith, other
than interest, enter into the computa-
tion of net income as defined by section
21, (See section 24 (a) (5).) In the

computation of the tax various classes
of income must be considered:

(@) Income (in the broad sense),
meaning 2]l wealth which flows in to
the taxpayer other than as a mere re-
turn of capital. It includes the forms of
income specifically described as gains
and profits, including gains. derived from
the sale or other disposition of capital
assets. Cash receipts alone do not al-
ways accurately reflect income, for the
Act recognizes as income-determining
factors other items, among which are
inventories, accounts receivable, prop-
erty exhaustion, and accounts payable
for expenses incurred. (See sections 22,
23, 24, and 117.) - :

(b) Gross income, meaning income
(in the broad sense) less income which
is by statutory provision or otherwise
exempt from the tax imposed by the
Act. (See section 22.)

(¢) Net income, meaning gross in-
come less statutory deductions. The
statutory deductions are in general,
though not ‘exclusively, expenditures,
other than capital expenditures, con-
nected with the production of income.
(See sections 23 and 24.)

(d) Net income less credits.
sections 25, 26, 27, and 28.)

‘The npormal taxes and surtaXes im-
posed on individuals and on corpora-
tions are computed upon net income less
certain credits. Although taxable net
income is a statutory conception, it fol-

(See

7251 lows, subject to certain modifications as

to exemptions and as to deductions for
partial losses in some cases, the lines of
commercial wusage. Subject to these
modifications statutory net income is
commercial net income. This appears
from the fact that ordinarily it is fo be
computed in accordance with the
method-of accounting regularly employed
in keeping the books of the taxpayer.
(See section 41.)

The net income of corporations is de-
termined in general in the same man-
ner as the net income of individuals,
but the deductions allowed corporations
are not precisely' the same as those al-
lowed individuals. (See sections 23, 24,
102, 118, 121, 203, 204, 207, 232, 336, and
Title IA))

Sec. 22, Gross income—{a) General defi-
nition—"Gross income” includes gains, prof-
its, and income derived from. salaries, wages,
or compensation for° personal service, of
whatever kind and in whatever form paid,
or from professions, vocations, trades, busi-
nesses, commerce, or sales, or dealings in
property, whether-real or personal, growing
out of the ownership or use of or interest in
such property; also from interest, rent, divi-
dends, securities, or the transaction of any
business carried on for gain or profit, or
gains or profits and income derived from
any source whatever. In the .case of Presi-
dents of the United States and judges of
courts of the United States taking office
after June 6, 1932, the compensation re-
ceived as such shall be included in gross
income; and all Acts fixing the compensa~
tion of such Presidents and Jjudges are
hereby amended accordingly,

<«
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ART. 22 (2)-1., What included in gross
income.~Gross income includes in gen
eral compensation for personal and pro-
fessional services, business income, prof«
its from: sales of and dealings in prop-
erty, interest, rent, dividends, and gains,
profits, and income derived from any
source whatever, unless exempb from
tax by law. (See sections 22 (b) and
116.) In general, income is the gain de-
rived from capital, from labor, or from
both combined, provided it he under-
stood to include profit gained through a
sale or conversion of capital assets,
Profits of citizens, residents, or domestic
‘corporations derived from sales in for-
eign commerce must be included in their
gross income; but special provisions are -
made for nonresident aliens and forelgn
corporations by sections 211-238 and, in
certain cases, by section 251, for citizens -
and domestic corporations deriving in-
come from sources within possessions of
the United States. Income may be in
the form of cash or of property.

If property is transferred by a corpo-
ration to a shareholder, or by an em-
ployer to an employee, for an amount
substantially less than its falr market
value, regardless of whether the tronsfer
is in the guise of & sale or exchange, such
shareholder or employee shall include in
gross income the difference between the
amount paid for the property and the
amount of its fair market value to the ex«
tent that such difference is in the nature
of (1) compensation for services rendered
or to be rendered or (2) a distribution of
earnings or profits taxable as & dividend,
as the case may be. In computing the
gain or loss from the subsequent sale
of such property its basls shall be the
amount paid for the property, increased
by the amount of such difference included
in gross income. This paragraph does
not apply, however, to the Issuance by &
corporation to its shareholders of the
right to subscribe to its stock, as to which
see article 22 (a)-8.

The fact that a dividend iy declared
shortly after the sale of corporate stock
and the sale price is influenced by the
expectation of the payment of a dividend,
does not make such dividend when pald
taxable to the vendor as a dividend, ‘The
amount advanced by the vendee to the
vendor in contemplation of the next divi«
dend payment is an investment of capital
and may not be claimed as a deduction
from gross income, As to the amount of
Jncome tax paid for a bondholder by the
obligor pursuant to a so-called tax-free
covenant, see section 143 (a) (3). As
to the determination of gain or loss from
the sale or other disposition of praperty,
see sections 111113,

As to insurance companies and foreign
corporations, see sections 202, 204, 206,
207, and 231.

ArT, 22 (a)~2. Compensation for per-
sonal services—Commissions pafd saleg-
men, compensation for services on the
basis of g percentage of profits, comx‘nis-

<
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sions on insurance premiums, tips, pay of
perscns in the military or naval forces of
the United States, retired pay of Federal
and other officers, and pensions or retir-
ing allowances paid by private persons or
by the United States are income to the
recipients; as are also marriage fees,
baptismal offerings, sums paid for say-
ing masses for the dead, and other con-
tributions received by a clergyman, evan-
gelist, or religious worker for services
rendered. However, so-called pensions
awarded by one to whom no services have
been rendered are mere gifts or gratuities
and are not taxable. The salaries of Fed-
eral officers and employees are subject to
tax. See article 116-2 as to compensa-
tion of State officers and employees.

. ArRT. 22 (a)-3. Compensaiion paid
other than in cash—If services are paid
for with something other than money,
the fair market value of the thing
taken in payment is the amount to be
included as income. If the services were
rendered at a stipulated price, in the
absence of evidence to the contrary such
price will be presimed to be the fair value
of the compensation received. If a cor-
poration transfers to its employees its
own stock as compensation for services
rendered by the employee, the amount of
such compensation to be included in the
gross income of the employee is the fair
market value of the stock at the time of
the transfer. If living quarters such as
camps are furnished to employees for the
convenience of the employer, the ratable
value need not be added to the cash com-
pensation of the employees, but if a per-
son receives as compensation for services
rendered a salary and in addition thereto
living quarters, the value to such person
of the quarters furnished constitutes in-
come subject to tax. The value of quar-
ters furnished to the ccmmissioned
officers, chief warrant officers, warrant
officers, and enlisted personnel of the
Army, Navy, Coast Guard, Coast and
Geodetic Survey, and Public Health Serv-
ice, or amounts received by them as com-
mutation of quarters, are to be excluded
from gross income. (See also section 22
(b) (6).) Premiums paid by an em-
pleyer on policies of group life insur-
ance covering the lives of his employees,
- the beneficiaries of which are designated
by the employees, are not income to the
employees. (See article 24-3.)

ART. 22 (a)-4. Compensation paid in
notes—Notes or other evidences of in-
debtedness received in payment for serv-
ices constitute income to the amount of
their fair market value. A taxpayer re-
ceiving as compensation a note regarded
as good for its face value at maturity,
but not bearing interest, shall treat as
income as of the time of receipt the fair
discounted value of the note at such
time. Thus, if it appears that such a
note is or could be discounfed on a 6
percent basis, the recipient shall include
such noie in his gross income to the
amcunt of its face value less discount
computed at the prevailing rate for such
transactions. If the payments due on a

note so accounted for are met as they
become due, there should be included as
income in respect of each such payment
so much thereof as represents recovery
for the discount originally deducted.

ART. 22 (a)-5. Gross income jfrom
business—In the case of a manufactur-
ing, merchandising, or mining business
“gross income” means the total sales, less
the cost of goods sold, plus any income
from investments and from incidental or
outside operations or sources. In deter-
mining the gross income subtractions
should not be made for depreciation, de-
pletion, selling expenses, or losses, or for
items not ordinarily used in computing
the cost of goods sold. But see article
23 (m)-1 (g).

ARrT. 22 (3)-6. Slate contracls.— The
profit from a contract with o State or
political subdivision thereof must be in-
cluded in gross income, If warrants are
issued by a city, town, or other political
subdivision of a State, and are accepted
by the contractor in payment for public
work done, the fair market value of such
warrants should be returned as income.
If for any reason the contractor upon
conversion of the warrants into cash
does not receive and cannot recover the
full value of the warrants £o returned,
he may deduct from gross income for the
year in which the warrants are con-
verted into cash any loss sustained, and
if he realizes more than the value of the
warrants so returned he should include
the excess in his gross income for thn
year in which realized.

ART. 22 (8)-1. Gross income of farm-
ers—A farmer reporting on the basis of
receipts and disbursements (in which no
inventory to determine profits is used)
shall include in his gross income for the
taxable year (1) thz amount of cash or
the value of merchandise or other prop-
erty received during the taxable year
from the sale of live stock and produce
which were raised during the taxable
year or prlor years, (2) the profits from
the sale of any live stock or other items
which were purchased, and (3) gross in-
come from all other sources. The profit
from the sale of live stock or other items
which were purchased after February 28,
1913, is to be ascertained by deducting
tHe cost from the sales price in the year
in which the sale occurs, except that in
the case of the sale of animals purchased
as draft or work animals or solely for
breeding or dairy purpozes and not for
resale, the profit shall be the amount of
any excess of the sales price over the
amount representing the differcnce be-
tween the cost and the depreciation
theretofore allowed (but not less than
the amount allowable) in respzct of such
property as a deduction in computing
net income.

In the case of a farmer reporting on
the accrual basis (in which an inventory
is used to determine profits), his gross
profits are ascertained by adding to the
inventory value of live stock and prod-
ucts on hand at the end of the year the
amount received from the sale of live

29

stock and products, and miscellanecus
receipts for hire of teams, machinery,
and the like, durinz the year, and dz-
ducting from this sum the inventory
value of live stock and products on hand
at the bezinning of the year and the cost
of live stock and products purchased
during the year. In such casss all live
stack raised or purchased for sale shall
be included in the inventory at their
proper valuation determined in accord-
ance with the method authorized and
adopted for the purpose. Also live stock
acquired, for draft, breedinz, or dairy
purposes and notf for sale, may be in-
cluded in the inventfory, instead of bzing
treated as capital assets subject fo de~
preclation, provided such practice is fol-
lowed consistently by the taxpayer. In
case of the sale of any live stock included
in an inventory their cost must not be
taken as an additional deduction in the
return of income, as such deduction will
be reflected in the inventory. (Sze
article 22 (c)-6.)

In every case of the sale of machinery,
farm equipment, or other capital assets
purchased after February 28, 1913 (vrhich
are not to be included in an inventory if
one is used to determine profits), any
excess over the cost thereof less the
amount of depreciation theretofore al-
lowed (but not less than the amount al-
lowable) in respect of such proparty as
a deduction in computing net income,
shall be included as gross income. If
farm produce is exchanged for merchan-~
dise, groceries, or the like, the market
value of the article received in exchange
is to b2 Included in gross income. Rents
recelved in crop shares shall be returned
as of the year in which the crop shares
are reduced to money or the equivalent
of money. Proceeds of insurance, such
as hafl and fire insurance on growing
crops, should b2 included in gross income
to the amount received in cash or ifs
equivalent for the crop injured or de-
stroyed. If a farmer is engaged in pro-
ducing crops which take more than 2
year from the time of plantinz to the
time of gathering and disposing, the in-
come therefrom may, with the consent of
the Commissioner (see article 41-2), b=
computed upon the crop basis; but in any
such cases the entire cost of producing
the croff must be taken as a deduction
for the year in which the grcss income
from the crop is realized.

As herein used the term “farm” em-
braces the farm in the ordinarily ac-
cepted sense, and includes stock, dairy,
poultry, fruit, and truck farms; also
plantations, ranches, and all land used
for farming operations. All individuals,
partnerships, or corporations that culti-
vate, operate, or manage farms for gain
or profit, elither as owners or tenants, are
designated as farmers. A perzon culti-
vating or operating a farm for recreation
or pleasure, the result of which is a con-
tinual loss from year to year, Is not re-
garded as a farmer.

Form 1040F should be fillcd in and
attached to his income tax refiom by
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every farmer who either keeps no records
or only records of cash receipts and dis-
bursements; its use is optional with other
farmers.. (See further articles 23 (a)-
11, 23 (e)-5, and 23 (1)-10.)

ArT. 22 (2)-8. Sale of stock and
rights—If shares of stock in a corpora-
tion are sold from lots purchased at dif-
ferent dates or at different prices and the

identity of the lots can not be determined, |
the stock sold shall e charged against the |-

earliest purchases of such stock. In the
determination of the earliest purchases
of stock the.rules prescribed in para-
graphs (1), (2), (3), and-(4) of section
117 (h) (relating to the periocd for which
property has been held) shall be applied.
The excess of the amount realized on the
sale over the cost or other basis of the
stock will constitute gain. In the case
of stock in respect of which was paid a
stock dividend which did not constitute
income under the Constitution, the basis
for determining gain or loss from a sale
of either the stock in respect of which
the distribution was made or, the stock
dividend shall be ascertained in accord-
ance with the principles set forth in
article 113 (a) (12)-1. If common stock
is received as a bonus with the purchase
of preferred stock or bonds, the total

- purchase price shall be fairly apportioned

hetween such common stock and the se-
curities purchased for the purpose of
determining -the portion of the cost at-
tributable to each class of stock or secur-
ities, but if that should be impracticable
in any case, no profit on any subsequent
sale of any part of the stock or securities
will be realized until out of the proceeds
of sales shall ha.ve been recovered the
- total cost..

Although the issuance by a corperation
to its shareholders of rights to subscribe
to its stock may nof under section 115 (f)
give rise to taxable income,, gain may be
derived or loss sustained by the share-
holder from the sale of such rights. In
the case of stock in respect of which were
issued stock subscription rights which did
not constitute income under the Consti-
tution, and in the case of such rights, the
following rules are to be applied:

(1) If the shareholder does not exer-
cise, but.sells, his rights fo subscribe, the
cost or other basis of the stock in respect
of which the rights are issued ‘shall be
apportioned between the rights and the
stock in proportion to the respective
values thereof at the time the rights are
issued, and the basis for determining
gain or loss from the sale of a right on
one hand or a share of stock on the other
will be the quotient of the cost or other
basis assigned to the rights or the stock,
diwded as the case may be, by the num-~
ber of rlghts issued or by the number of
shares held. 1 -

Example: A taxpayer in 1933 pur-
chased 500 shares of common stock at
$125 a share, and in 1938, by reason of
the ownership of such stock, received 500
rights entitling him to subscribe to 100
additional shares of such stock at $100

a share., Upon the issuance of the rights
each of the shares of stock in respect of
which the rights were issued had a fair
market value of §120, and the rights had
a fair market value of $3 each. Instead
of subscribing to the additional shares,
he sold the rights at $4 éach. The proﬁt
is computed as follows:

500 (shares) X$125 —-$62 500, cost of
- old stock
(stock in re-
: - , -spect of which
N the rights were

issued)
500 (shares) ><$120 =$60,000, market
value of old

. - stock

500 (rights) x$3 - =$1,500,> market
- value of rights

=$60,975.61, cost of

- old stock ap-

. portioned to

such stock af-

fer issuance of
_rights *

=$1,524.39, cost of
old stock ap-
portioned - to
rights

$2 000 (proceeds of sale of rights) less
$1,524.39 (cost of old stock apportioned to
rights) =$475.61, profit. -

For the purpose of determining the
gain or loss from the subsequent sale of
the stock in respect of which the rights
wete issued, the ddjusted cost of each
share is $121.95—that is, $60, 9'75 61--500.

(2) If the shareholder exercises his
rights to subscribe, the basis for deter-
mining gain or loss from a subsequent
sale of a share of the stock in respect of
which the rights were issued shall be
determined as in paragraph (1). The
basis for ‘determining gain or loss from
a subsequent sale of a share of the stock
obtained through exercising the rights
shall be determined by dividing the part
of the cost or other basis of the old
shares- assigned to the rights, plus the
subscription price of the new shares, by
the number of new shares obtained.

Ezample: A taxpayer in 1935 pur-
chased 500 shares of common stock af
$125 a share, and in 1938, by reason of
the ownership of such stock, received 500
rights entifling him to subscribe to 100
additional shares of such stock at $100
a share. Upon the issuance of the rights
each of the shares of stock in respect of
which the rights were issited had a fair
market value of $120, and the rights had
a fair market value of $3 each. The fax-
payer exercised his rights to subscribe to
the additional shares and later sold one
of such shares for $140. The profit is

60,000

81,500 ==rn0f $62 500

-1,500

81,500 ————-0f $62, 500

‘computed as follows:
$1,524.39 (cost of old stock apportioned

to rights pursuant to the computation in
the example umder paragraph (1))
+$10,000 (subscription price of addi-

tional shares)=$11,524.39, basis for de-
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termining gain or loss from sale of addl-
tional shares.

$11,524.39--100=%115.24, basis for de-
termining gain or loss from sale of each
share of additional stock.

$140 (proceeds of sale of share of ad-
ditional stock) less $115.24==$24.76,
profit.

The basis for determining the gain or
loss from subsequent sale of the stock
in respect of which the rights were issued
is $60,975.61--500, or $121.95 a share.

If the stock in respect of which the
rights are issued was purchased at dif-
ferent times or at different prices and
the identity of the lots cannot be deter-
mined, or if the stock in respect of .which
the rights are issued was purchased ab
different times or at different prices and
the stock rights issued in respect of such
stock cannot be identifled as having been
issued in respect of any particular lot of
such stock, the basis for determining the
gain or loss from the sale of the old
shares, or the rights in cases where the
rights are sold, or from the sale of the
old or new shares in cases where the
rights are exercised, shall be ascertained
in accordance with the principles faid
down in article 113 (a) (12)-1,

If a stock right is distributed tax free
under Section 115 (f), the taxpayer
may at his option include the entire pro-
ceeds from the sale of nontaxable stock
rights in gross income, in which ease the
basis for defermining gain or loss from
the subsequent sale of the stock in respect
of which the rights were issued shall be
the same as though the rights had not
been issued.

As to deductions for losses from sales
or exchanges of stocks or bonds, in-
cluding losses from sales or exchanges of
rights to subscribe to stock, see article

23 (e)-1.

_ Art. 22 (2)-9. Sale of patents and
copyrights—A taxpayer disposing of
patents or copyrights by sale should do-
termine the gain or loss arising there-

from by computing the difference be-

tween the selling price and the cost or
other basis, with proper adjustment for
depreciation, as provided in articles
111—1 113 (a) (14)-1, 113 (b)-1, and
113’ (b)—2

ArT. 22 (a)-10. Sale of good wil.—
Gain or loss from a sale of good will
results only when the business, or g part
of it, to which the good will attaches
is sold, in which case the gain or loss
will be determined by comparing the
sale price with the cost or other basly
of the assets, including good will. (Sce
articles 111-1, 113 (a) (14)-1, 113 (b)~1,
113 (b)-2, and 113 (b)-3.) If specific
payment was not made for good will
there can be no deductible loss with
respect thereto, but gain may be realized
from the sale of good will bullt up
through expenditures which have heen
currently deducted. It is immaterial
that good will may never have been car-
ried on the books as an asset, but the
burden of proof is on the taxpaver to es-

-~
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tablish the cost or other basis of the
good will sold.

ART. 22 (a)-11. Sale of real property
in lots—~If a tract of land is purchased
with a view to dividing it into lots or
parcels of ground to be sold as such, the
cost or other basis shall be equitably ap-
portioned to the several lots or parcels
and made a matter of record on the
books of the taxpayer, to the end that
any gain derived from the sale of any
such lots or parcels which constitutes
taxable income may be returned as in-
come for the year in which the sale is
made. This rule contemplates that
there will be gain or loss on every lot
or parcel sold, and not that the capital
in the entire tract may be recovered be-
fore any taxable income shall be re-
turned. The sale of each lot or parcel
will be treated as a separate transaction,
and gain or loss computed accordingly.

ArT, 22 (@)-12. Annuities and insur-
ance policies—Annuities paid by reli-
gious, charitable, and educational corpo-
rations under an annuity contract are, in
general, subject to tax to the same extent
as annuities from other sources paid un-
der similar contracts. (See secton 22
(b) (2) and article 22 (b) (2)-2.) An
annuity charged upon devised land is
taxable to a donee-annuitant if payable
only out of the rents or other income of
the land. In such case the devisee is not
required to retirn as gross income the
amount of rent or other income paid to
the annuitant, and he is not entitled to
deduct from his gross income any sums
paid to the annuitant. Amounts received
as a reftirn of premiums paid under life
insurance, endowmen$, or annuity con-
tracts, and the so-called “dividend” of
a mutual insurance company which may
be credited against the current premium,
are not stibject o tax.

ART. 22 (3)--13. Improvemenis by les-
sees—If buildings are erected or im-
provements made by a lessee and such
buildings or improvements immediately
become the property of the lessor, as, for
instanee, if they are not subject to re-
moval by the lessee, the lessor may at his
option report the income therefrom upon
any one of the following bases:

(a) The lessor may report as income
-for the taxable year in which such build-
ings or improvements are completed their
fair market value at the time of their
completion.

(b) The lessor may report as income
at the time when such buildings or im-
provements are completed the fair mar-
ket value of such buildings or improve-
ments subject to the lease.

(¢) The lessor may spread over the
life of the lease the estimated depre-
ciated value of such buildings or im-
provements at the expiration of the lease

and report as income for each year of
the lease an aliquot part thereof.

Except in cases where the lessor has
reported income upon basis (a), if the
lease is terminated so that the lessor
comes Into possession or control of the

property prior to the time originally
fized for the expiration of the lease, the
lessor shall report income for the year
in which the lease is co terminated to the
extent that the value of such buildinns
or improvements when he becomes €n-
titled to such possession exceeds the
amount already reported as income on
account of the erection of such buildings
or improvements. INo appreciation in
value due to causes other than the termi-
nation of the lease shall be included.

If the buildings or improvements are
destroyed prior to the expiration of the
lease, the lessor is entitled to deductas a
loss for the yeaT when such destruction
takes place the amount previously re-
ported as income because of the erection
of such buildings or improvements, less
proper adjustment for depreciation in
case option (@) was exercised, and less
any csalvage value subject to the lease to
the extent that such loss is not compen-
sated for by insurance or otherwise.
(See sections 23 (e) and (f) and 113 (a)
(14).)

ART. 22 (a)-14. Cancellation of in-
debtedness—(a) In general—The can-
cellation of indebtedness, in whole or in
part, may result in the realization of in-
come. If, for example, an individual per-
forms services for a creditor, who in con-
sideration thereof cancels the debt, In-
come in the amount of the debt is real-
ized by the debtor as compensation for
his services. A taxpayer realizes income
by the payment or purchase of his obll-
gations at less than their face value.
(See article 22 (r)-18.) In general, if a
shareholder in a corporation which 15 in-
debted to him gratuitously forgives the
debt, the transaction amounts to o con-
tribution to the capital of the corpora-
tion to the extent of the principal of the
debt.

(b) Proceedings under Bankruptcy
Act—Income is not realized by a tax-
payer by virtue of the discharge, under
section 14 of the Bankruptcy Act, as
amended, of his indebtedness as the re-
sult of an adjudication in bankruptey, or
by virtue of an agreement among his
creditors not consummated under any
provision of the Bankruptcy Act, as
amended, if immediately thereafter the
taxpayer’s linbilities exceed the value of
his assets. Furthermore, income is not
realized in any case by a taxpayer in the
case of a cancellation or reduction of his
indebtedness under—

(1) a plan of corporate reorganization
confirmed under either section 77B or
Chapter X of the Bankrupicy Act, as
amended;

(2) a composition agreement confirmed
under either section 12 or 74 of the Bank-
ruptcy Act, as amended;

(3) an “arrangement” or a “real
property arrangement” confirmed under
Chapter XI or XII, respectively, of the
Bankruptcy Act, as amended; or

(4) a “wage earner’s plan” confirmed
under Chapter XHTI of the Bankrupticy
Act, as amended.
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If, however, such plan of corporate re-
organization or ogreement of compasi-
tion referred to in (1) to (4) above had
for one of its principal purposss the
avoldance of income tax, the cans:
tion or reducticn of indebteﬁness, under
such plan or arrcement confirmed un-
der cection 12, 74, or 77B or under
Chapter X, XI, X0, or XI of the
Bankruptcy Act, as amended, may result
in the realization of income. (Sce page
€65 of the Appzndix to these rezsula-
tHons.)

For adjustment of basis of certain
propzrty in the case of cancellation or
reduction of indebfedness required by
tbhe Bankruptcy Act, as amended by the
Act of June 22, 1938 (Public, No. 636,
?e;enty-ﬁfth Conoress), see article 113

b)-2

Ant. 22 (a)-15. Creation of sinling
Jund by corporation—If a corporation,
in order solely to szcure the payment of
its bhonds or other indebtedness, places
property in trust or sets aside cerfain
amounts in a sinking fund under the
control of a trustee who may bz author-
ized to invest and reinvest such sums
from time to time, the property or fund
thus set aside by the corporation and
held by the trustee is an assst of the
corporation, and any gain arising there-
from is income of the corporation and
chall be included as such in its gross
income.

ArT. 22 (2)-16. Acguisition or disposi-
tion by a corporation of ifs own capital
stactz—\Vhether the aquisition or dispo-
sitlon by a corporation of shares of ifs
own capital stoclt gives rise to taxable
gain or deductible loss depends upon the
real nature of the transaction, which is
to be oscertained from a1l its facts and
circumstances. The recelpt by a cor-
poration of the subscription price of
chares of its capifal stock upon thsir
original issuance gives rise fo neither
taxable gain nor deductible loss, whether
the subzeription or issite price be in ex-
cess of, or less than, the par or stated
value of such stock.

But if 2 corporation deals in ifs own
chares as it might in the shares of an-
other corporation, the rezulting zain or
lo:s Is to b2 computed in th2 same man-
ner as thouch the corporation were deal-
ins in the shares of another. So also if
the corporation receives its own sfock as
consideration upon the sale of property
by it, or in satisfaction of indebtedness
to it, the gain or loss re;ulting is to b2
computed in the same manner as thouzh
the payment had bzen made in any
other property. Any gain derived from
such transactions is subject to fax, and
any lozs sustained is allowable as a de-
duction where permitted by the provi-
slons of the Act.

Anr, 22 (2)-17. Coniributions to cor-
poration by shareholders—If a corpora-
tion requires additicnal funds for con-
ducting its business and obfains suzh
needed money throuzh vehmfary pro
rata payments by its sharehgldsrs, the
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amounts so received being credited to
its surplus account or to a special capi-
tal account, such amounts will not be
considered income, although there is no
increase in the outstanding shares of
stock of the corporation. The pay-
ments under such circumstances are in
the nature of volunbtary assessments
upon, and represent an additional price
paid for, the shares of stock held by the
individual shareholders, and will be
treated as an addition to and as a part
of the operating capital of the company.
(See articles 22 (a)-14 and 24-2.)

ART. 22 (a)-18. Sale and purchase by
corporation of its bonds—(1) (a) If
bonds are issued by & corporation at their
face value, the corporation realizes no
gain or loss. (b) If the corporation pur-
chases any of such bonds at a price in
excess of the issuing price or face value,
the excess of the purchase price over the
issuing price or face value is a deductible
expense for the taxable year. (¢) I,
however, the corporation purchases any
of such bonds at a price less than the
issuing price or face value, the excess of
the issuing price or face value over the
purchase price is gain or income for the
taxable year.

(2) (a) If, subsequent to February 28,
1913, bonds are issued by a corporation
at a premium, the net amount of such
premium is gain or income which shoqld
be prorated or amortized over the life
of the bonds. (b) If the corporation
purchases any of such bonds ai_; a price
in excess of the issuing price minus any
amount of premium already refurned as
income, the excess of the purchase price
over the issuing price minus any amount
of premium already returned as income
(or over the face value plus any amount
of premium not yet returned as income)
is a deductible expense for the taxable
year. (¢) If, however, the corporatipn
purchases any of such bonds a}; a price
less than the issuing price minus any
amount of premium already returned as
income, the excess of the issuing price,
minus any amount of premium already
returned as income (or of the face value
plus any amount of premium nof yet
returned as income), over the purchase
price is gain or income for the taxable
year.

(3) (@) If bonds are issued by a cor-
poration at a discount, the net amount
of such discount is deductible and should
be prorated or amortized over the life
of the bonds. (b) If the corporation pur-
chases any of such bonds at a price in
excess of the issuing price plus any
amount of discount already deducted, the
excess of the purchase price over the
issuing price plus any amount of discount
already deducted (or over the face value
minus any amount of discount not yet
deducted) is a deductible expense for the
taxable year. (¢) If, however, the cor-
poration purchases any of such bonds at
a price less than the issuing price plus
any amount of discount already deducted,
the excess of the issuing price, plus any
amount of discount already deducted (or

of the face value minus any amount of
discount not yet deducted), over the pur-
chase price is gain or income for the
taxable year.

(4) (a) If bonds were issued by a cor-
poration prior to March 1, 1913, at a
premium, the net amount of such pre-
mium was gain or income for the year
in which the bonds were issued and
should not be prorated or amortized over
the life of the bonds. (b) If the corpora-
tion purchases any of such bonds at a
price in excess of the face value of the
bonds, the excess of the purchase price
over the face value is a deductible ex-
pense for the taxable year. (¢) If, how-
ever, the corporation purchases any of
such bonds at g price less than the face
value the excess of the face value over
the purchase price is gain or income for
the taxable year.

ART. 22 (a)-19. Sale of capital assets
by corporation—If property is acquired
and later sold. for an amount in excess
of the cost or other basis, the gain on
the sale is income. 1If, then, a corpora-
tion sells its capital assets in whole or in
part, it shall include in its gross income
for the year in which the sale was made

‘the gain from such sale, computed as

provided in sections 111-113. If the pur-
chaser takes over all the assets and
assumes the liabilities, the amount so
assumed is part of the selling price.

ART. 22 (a)-20. Income to lessor cor-
poration from leased property.—If a cor-
poration has leased its property in con-
sideration that the lessee shall pay in
lieu of other rental an amount equiva-
lent to a certain rate of dividend on
the lessor’s capital stock or the interest
on the lessor’s outstanding indebtedness,
together with taxes, insurance, or other
fixed charges, such payments shall be
considered rental payments and shall be
returned by the lessor corporation as in-
come, notwithstanding the fact that the
dividends and interest are paid by the
lessee directly to the shareholders and
bondholders of the lessor. The fact that
a corporation has conveyed or let its
property and has parted with its man-
agement and control, or has ceased to
engage in the business for which it was
originally organized, will not relieve it
from liability to the tax. While the pay-
ments made by the lessee directly to the
bondholders or shareholders of the lessor
are rentals as to both the lessee and
lessor (rentals paid in one case and rent-
als received in the other), to the bond-
holders and the shareholders such
amounts are interest and dividend pay-
ments received as from the lessor and
as such shall be accounted for in their
returns.

ArT. 22 (a)-21. Gross income oOf cor-
poration in liguidation~—When a corpo-
ration is dissolved, its affairs are usually
wound up by a receiver or trustees in
dissolution. The corporate existence is
continued for the purpose of liquidating
the assets and paying the debts, and
such. receiver or trustees stand in the
stead of the corporation for such pur-
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poses. (See sections 274 and 208,) Any
sales of property by them are to be
treated as if made by the corporation
for the purpose of ascertaining the gain
or loss. No gain or loss is realized by &
corporation from the mere distribution
of its assets in kind in partial or com~
plete liquidation, however they may have
appreciated or depreciated in value since
their acquisition. But see section 44 (d)
and arficle 44-5. (See further article
52-2.)

{SEC. 22, Gross income.]

(b) Exclusions from gross income~~Tho
following items shall not be included In
gross income and shall be exempt from tax«
ation under this title:

ART. 22 (b)~1. Exemptions—Exclusions
from gross income—Certain items of in«
come specified in section 22 (b) are ex«
empt from, tax and may be excluded from
gross income, These items, however, are
exempt only fo the extent and in the
amount specified. No other items are ex«
empt from gross income except (1) those
items of income which are, under the
Constitution, not taxable by the Federal
Government; (2) those items of ihcome
which are exempt from tax oh' incomo
under the provisions of any Act of Con-~
gress not inconsistent with or repealed by
the Act; (3) the income exemipted under
the provisions of section 116. Since the
tax is imposed on net Incothe, the ex-
emption referred to above is not to be
confused with the deductions allowed by
section 23 and other provisions of the
Act to be made from gross ‘income in
computing net income. As to other items
not to be included in gross income, seo
sections 112 and 119 and Supplements
G, H.I, and J.

[SEC. 22. Gross income.]

[(b) Ezclustons from gross income—Tho
following items shall not be included in
gross Income and shall be exempt from tax«
ation under this title:]

(1) Life dinsurance—Amounts recoived
under a life insurance contract paid by rea«
son of the death of the insured, whother 1n
a single sum or otherwise (but If such
amounts are held by the insurer under an
agreement to pay interest thereon, the ine

terest payments shall be included in grosy
income);

ART. 22 (b) (1)-1, Life insurance——
Amounts paid by reason of the deatl of
the insured.—The proceeds of life in-
surance policles, paid by reason of the
death of an insured to his estate or to
any beneficiary (individual, partnership,
or corporation, but not a transferee for
valuable consideration), directly or in
trust, are excluded from the gross ine
come of the beneficiary. While 1t Is im«
material whether the proceeds of a life
insurance policy payable upon the death
of the insured are paid to the beneflciary
in & single sum or in installments, only
the amount paid solely by reason of the
death of the insured is exempted. 'The
amount exempted Is the amount payable
had the insured or the beneflciary not
elected to exercise an option to recelve
the proceeds of the policy or any part
thereof at a latter date or dates. If the
policy provides no option for payment
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upon the death of the insured, or pro-
vides only for payments in installments,
there is exempted only the amount
which the insurance company would
have paid immediately after the death
of the insured had the policy not pro-
vided for payment at a later date or
dates. Any increment therefo is taxable.
In any mode of settlement the portion
of each distribution which is to be so0
included in gross income shall be deter-
mined as follows:

(@) Proceeds held by the insurer—If
the proceeds are held by the insurer un-
der an agreement (whether with the in-
sured or with a beneficiary) to distribute
either the increment to such proceeds
currently, or the proceeds and incre-
ment in equal instaliments until both are
exhausted, there shall be included in
gross income, the increment so paid to
the beneficiary, or so credited to the
fund in each year by the insurer.

(b) Proceeds payable in ‘installments
for a fized number of years—If the pro-
ceeds” are payable in installments for a
fixed snumber of years, the amount that
would have been payable by the insur-
ance compgny immediately upon the
death of the insured (if payment at a
later date had not been provided for) is
to be divided by the total number of in-
stallments payable over the fixed number
of years for which payment is to be made,
and the quotient represents the portion
of each installment to be excluded irom
gross income. The amount of each in-
stallmeni+in excess of such excluded por-
tion is do be included in gross income.
For example, if, at the insured’s death,
$1,000 would have becen payable in a
single instaliment, but 10 equal annual
paymenis are made in lieu thereof, the
portion of the installment received dur-
ing any taxable year to be excluded from
gross income is $100 (41,000 divided by
10). Any amount received as an install-
ment in excess of $100 is to be included in
gross income.

(¢) Proceeds payable in installments
during the life of the beneficiary—If the
proceeds are payable in instaliments
during the life of the beneficiary the
amount of each installment that is to be
included in gross income will be deter-
mined as in paragraph (b) of this article,
except that the number of years to be
used in the specified computation will
be determined by the life expectancy of
the beneficiary, as calculated by the table
of mortality used by the particular insur-
ance company in determining the amount
of the annuity.

(@) Proceeds payable for a fized num-
ber of years and for continued life.—If
the proceeds are payable in installments
for a fixed number of years and for con-
tinued life, the amount of each install-
ment that is to be included in gross in-
come will be determined either as pro-
vided in paragraph. (b) of this article
if the fixed number of years for which
payment is to be made exceeds the life

~

expectancy of the beneficlary, as cal-
culated by the table of mortality used
by the particular insurance company in
determining the amount of the annuity;
or, as provided in parasraph (¢) of this
article if such life expectancy esceeds
the specified fixed period.

If 2 mode of settlement has bkeen in
effect prior to the first taxable year which
begins after December 31, 1933 (or after
December 31, 1935, in the case of a mode
of settlement described in paragraph
(d) of this article), the entire amount
received and excluded from gro:s income
in such prior years shall he deducted
from the proceeds payable upon the
death of the insured; the remainder shall
be divided by the number of installments
unpaid at the beginning of such tazable
year (whether over the remaining por-
tion of the fixed period or over the lfe
expectancy as of that date, depending on
the mode of settlement adopted); and
that quotient shall he the excludible por-
tion of each installment. As soon as the
ageregate of the amounts received and
excluded from gross income under the
methods of computation provided for in
this article equals the amount of the pro-
ceeds payable upon the death of the in-
sured, the entire amount received there-
after in each taxable year must bz in-
cluded in gross income.

[Sze. 22. Gross fncome.]

[(b) Ezclusions from gress {ncome—Tie
following items chall not bo Included ia grecs
income and shall be czempt from taxation
under this title:}

(2) Annuities, etc.— Amoumts rceolved
{other than amounts pald by reacon of the
death of the incured and interest payments
on such amounts and cothcr than amounts
recelved as annuitics) under a life Incurance
or endowment contract, but if such ameounts
{(when added to amounts recelved bofere the
taxable year under such centract) cxecced the
aggregate premiums or conclderation pald
(whether or not pald during the tasable year)
then the excess shall b2 includcd fn grecs
income. Amounts reccived as an annulty
under an annuity or endowment contract
shall be included in procs income; exzecpt
that there shall be excluded frem press in-
come the excess of the amount rceclved in
the taxable year over an amount cqual to 3
per centum of the asprezate premiums or
consideration patd for such annulty (whether
or not pald during such year), until the ag-
gregate amount cxcluded from gress inceme
under this title or prior inceme tax Iaws In
respect of such annulty cquals the arorezate
premiums or consideraticn pald fer such
annuity. In the case of a trancfer for o
valuable consideration, by assignment or
othkerwice, of o life Insurance, cndorment, or
annuity contract, or any intercct thewin,
only the actunl wvalue of cuch conczideration
and the cmount of the promiums and other
sums subsequently pald by the trancfcree
shall be esempt from taxation undcr pora-
graph (1) or this paragraphs

Art. 22 (b) (Q)-1. Life insurancc—
Endowment coniracts—Amounts paid
other than by reason of the death of the
insured.—Amounts reccived under a life
insurance or endowment policy (other
than amounts paid by reason of the
death of the insured, interest payments
on such amounts, and amounts received
as annuities) are not taxable until the
ageregate of ‘the amounts £o received
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(when added to the amounts received
before the tomoble year under such
policy) esceeds the aggrezate preminms
or conslderation paid, whether or not
paid during the taxable year.

Anr, 22 (b) (2)-2. Annnpities—
Amounts reczived as an annuity under
on annuity or endowment confract in-
clude amounts recsived in periodical
installments, whether annually, s=mi-
annually, quarterly, monthly, or other-
wice, and whether for a fixed period,
such as a term of years, or for an in-
definite pezricd, such as for life, or for
life and a guaranteed fixed period, and
which installments are payable or may
b2 payable over 2 period longer than ons
year. Such portion of each instaliment
payment of an annuity shall b= included
In gross income as is not in excess of 3
percent of the agroreszate premiums or
consideration paid for such annuity,
whether or not pald during the taxable
rear, divided by 12 and multiplied by the
number of months in respact of which
the installment is paid. As scon as the
agrrenate of the amounts received and
excluded from gross income equals the
aggresate premiums or considsration
naid for such annuity, the entire zmonunt
received thereafter in each taxzable vear
must b2 included in gross income. The
provisions of this article may be illus-
trated by the followinz examples:

Ezample (1): A bought in 1935, for
£50,000 conslderation, a life annuity, pay-
able in annual installments of $5,020.
For the calendar year 1933 he would be
required to include In gross incame $1,509
of the $5,000 recetved durinz thet year
(3 parcent of $59,000), $3,500 being ex-
empt. If A should live long enough to
reczlve as exempt $30,000, then all
amounts he receives thereafter under the
annuity contract would bs included in
g£ross income.

Ezample (2) : A bought an annuity on
QOctaber 1, 1938, payinz $100,000 as con-
clderation therefor. The annuity
amounts to $7,824 a year, payable in
semionnual Installments of $3,912, and
on Dzcember 1, 1938, A received 51,304,
the first payment under the contract
being for a 2-month paried. A shall in-
clude in his grozs income for the calendar
year 1938 the sum of 3500, being 3 pereent
of $100,000 (the consideration paid) di-
vided by 12 and multiplied by 2 (thes
numbear of months in resnzact of which the
installment was paid).

Ezample (3): A bought an increasine
annuity on Aurust 1, 1933, paying 40,020
as consideration therefor. The annuify
asmounts to 81,000 a year for the first
year, $2,000 a year for the second year,
and £3,000 a year thereafter, payable in
quarterly installments, A received the
first quarterly installment on Novembar
1, 1938, amounting to $250. A shall in-
clude in his grozs income for th2 calendar
yeor 1938 the sum of $230, bsing such
portion of the installment as is not in
excess of 3 pereent of $40,600 (the con-
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sideration paid) divided by 12 and multi-
plied by 3 (the number of months in re-
spect of which the installment was paid).

[SEC. 22. Gross income.]

[(b) Exclusions from. gross income.—The
following items shall not be included in
gross income and shall be exempt from tax-
ation under this title:]

(8) Gifts, bequests, and devises—The
value of property acquired by gift, bequest,
devise, or inheritance (but the income from
such property shall be included in gross
income);

Arr. 22 () (3)-1. Gifts and be-
quests—Property received as a gift, or
received under a will or under statutes of
descent and distribution, is exempt from
the income tax, although the income
therefrom derived from investment, sale,
or otherwise is not. An amount of prin-
cipal paid under a marriage settlement is
a gift. Neither alimony nor an allow-
ance based on a separation agreement is
taxable income. (See article 24-1.)

[8EC. 22. Gross income.]

[(b) Ezclusions from gross income~—~—The
following items shall not be included in
gross income and shall be exempt from tax-
ation under this title:]

(4) Tazx-free interest—Interest upon (A)
the obligations of a State, Territory, or any
political subdivision thereof, or the District
of Columbia; or (B) obligations of a corpo-
ration organized under Act of Congress, if
such corporation is an instrumentality of
the United States; or (C) the obligations of
the United States or its possessions. Every
person owning any of the obligations enu-
merated in clause (A), (B), or (C) shall, in
the return required by this title, submit a
statement showing the number and amount
of such obligations owned by him and the
income received therefrom, in such form and
with such information as the Commissioner
may require. In the case of obligations of
the United States issued after September 1,
1917 (other than postal savings certificates
of deposit) and in the case of obligations of
a corporation organized under Act of Con-
gress, the interest chall be exempt only if
and to the extent provided in the respective
Acts authorizing the 1issue thereof as
amended and supplemented, and shall be
excluded from gross income only if and to
the extent it is wholly exempt from the
taxes fmposed by this title;

ART. 22 (b) (4)--1. Interest upon State
obligations.~—Interest upon the obliga-
tions of a State, Territory, or any politi-
cal subdivision thereof, or the District of
Columbia is exempt from the income taz.
Obligations issued by or on behalf of the
State or Territory or a duly organized
political subdivision acting by constituted
authorities empowered to issue such ob-
ligations, are the obligations of a State
or Territory or a political subdivision
thereof. Special tax bills issued for spe-
cial benefits to property, if such tax bills
are legally collectible only from owners
of the property benefited, are not the ob-
ligations of a State, Territory, or political
subdivision, The term “political subdi-
vision,” within the meaning of the ex-
emption, denotes any division of the
State or Territory which is a municipal
corporation, or to which has been dele-
gated the right to exercise part of the
sovereign power of the State or Terri-
tory. As thus defined, a political subdi-
vision of a State or Territory may or may
not, for the purpose of exemption, in-
clude special assessment districts so cre-

~

ated, such as road, water, sewer, gas,
light, reclamation, drainage, irrigation,
levee, school, harbor, port improvement,
and similar districts and divisions of a
State or Territory.

ARrT, 22 (b) (4)-2. Dividends and in-
terest from Federal land banks, Federal
intermediate credit banks, national
farm-loan associations, banks for coop-
eratives, and production credit corpora-
tions and associations—Section 26 of the
Federal Farm Loan Act of July 17, 1916
(39 Stat., 360), as amended by an Act
approved March 4, 1923 (42 Stat., 1454),
provides that Federal l1and banks, Federal
intermediate credit banks, and national
farm-loan associations, including the
capital and reserve or surplus therein
and the income derived therefrom, shall
be exempt from taxation, except taxes
upon real estate, and that first mortgages
executed to Federal land banks, Federal
intermediate credit banks, or to joint
stock Iand banks, and farm-loan bonds,
and debentures issued by intermediate
credit banks, with the income therefrom,
shall be exempt from taxation. Accord-
ingly, the income derived from dividends
on stock of Federal land banks, Federal
intermediate credit banks, and national
farm-loan associations and from interest
on promissory notes secured by stuch first
mortgages, or from such farm-loan bonds
or debentures, is not subject to the in-
come tax. However, dividends on the
stock of the central bank for coopera-
tives, the production credit corporations,
production credit associations, and banks
for ‘cooperatives, organized under the
provisions of the Farm Credit Act of
1933, constitute income to the recipients,
subject to both normal tax and surtax.
Dividends on share accounts of Federal
savings and loan associations are exempt
from the normal tax under the provi-
sions of section 5 (h) of the Home Own-
ers’ Loan Act of 1933 (48 Stat., 133).

ARrT, 22 (b) (4)-3. Dividends from Fed-
eral reserve banks~—Section 7 of the

Federal Reserve Act of December 23,

1913, provides that Federal reserve
banks, including the capital stock and
surplus therein and the income derived
therefrom, shall be exempt from taxa-~
tion, except taxes upon real estate. This
exemption attaches to and follows the
income derived from dividends on stock
of Federal reserve banks in the hands
of the shareholders, so that the divi-
dends received on the stock of Federal
reserve banks are not subject to the in-
come tax. Dividends paid by member
banks, however, are treated like divi-
dends of ordinary corporations.

ArT. 22 (b) (4)-4. I'nterest upon
United States obligations.—Although in-
terest upon the obligations of the United
States and its possessions and upon obli-
gations of a corporation organized under
Act of Congress, if such corporation is an
instrumentality of the United States, is
generally exempt from tax, in the case
of obligations issued by the United States
after September 1, 1917, which include
Treasuwry certificates of indebfedness,
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Treasury bonds, and Treasury notes, and
in the case of obligations of a corpora-
tion organized under Act of Congress,
the interest is exempt from tax only if
and to the extent provided in the Acts
authorizing the issue thereof as
amended and supplemented.

Every person owning any of the obli-
gations enumerated in clause (A), (B),
or (C) of paragraph (4) of subsection 22
(b) shall submit in his income tax re-
turn a statement showing the number
and amount of such obligations owned
and the income received therefrom,
For the purpose of such statement, in
the case of Treasury bills issued after
June 17, 1930, (1) the “amount of stuich
obligations” is their par (maturity)
value and (2) the “income recelved
therefrom’” is the net excess of the
amount realized during the taxable year
from the sale or other disposition of the
bills over the cost or other basis thereof,
a separate computation of discount being
unnecessary.

The interest on Treasury certificates of
indebtedness is entirely exempt from
Federal income taxes. Interest upon
Treasury notes is exempt only to the ex-
tent provided in the terms of the issue.
Interest (discount at which issued) on
Treasury bills and any gain - from the
sale or other disposition of such bills are
also entirely exempt from Federal in-
come taxes. With respect to the nonde-
ductibility of losses from the sale or
other disposition of such bills, see articlo
23 (e)-1.

The interest on Treasury bonds 1s ex~
empt from Federal income taxes excepb
surtaxes imposed upon the income or
profits of individuals, partnerships, as-
sociations, or corporations.

Treasury bonds are entitled to a lim«
ited exemption from surfaxes imposed
by the United States. Interest on an
aggregate of not exceeding $5,000 prin
cipal amount, of these obligations is ex~
empt from the surtaxes imposed by the
Act. Interest in excess of the inter
est on an aggregate of not exceeding
$5,000 principal amount of such obliga~-

_tions is subject to surtax and must be

included in gross income.

Interest credited to postal savings ac-
counts upon moneys deposited in postal
savings banks is wholly exempt from
income ftax.

ART. 22 (b) (4)-5. Treasury bond ex=-
emption in the case of trusts or partner-
ships—(a) When the income of a trust
is taxable to beneficiaries, as in the case
of a trust the income of which is to be
distributed to the beneflciaries currently,
each beneficiary is entitled to exemption
as if he owned directly a proportionute
part of the Treasury bonds held: in {rust.
‘When, on the other hand, income is tax-
able to the trustee, as in the case of a
trust the income of which is accumulated
for the benefit of unborn or unascer-
tained persons, the trust, as the owner
of the bonds held in trust, is entitled
to the exemption on account of such
ownership.
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() As the income of 5 parinership is
taxable to the individual pariners, each
partner is entitled to exemption as if he
owvned directly a proportionate part of
the honds held by the partnership.

ART. 22 (b) (4)-6. Interest upon
United States obligations in the case of
nonresident aliens and certain foreign
organizations—By virtue of section 4 of
the Victory Liberty Loan Act of March
3, 1919, amending section 3 of the Fourth
Liberty Bond Act of July 9, 1918, the in-
terest received on and after March 3,
1919, on bonds, notes, and certificates of
indebtedness of the United States while
beneficially owned by a nonresident alien
individual, or a foreign corporation, part-
nership, or association, not engaged in
business in the United States, is exemptb
from income taxes.

[SEC. 22. Gross income.}

[(b) Ezclusions from gross income—The
following items shall not be included in gross
Jincome and shall be exempt from taxation
under this title:]

(58) Compensaiion jor infuries or slck-
ness—Amounts received, through accident or
health insurance or under workmen's com-
pensation acts, as compensation for personal
injuries or sickness, plus the amount of any
damages received whether by sult or agree-
ment on account of such, injurles or sickness;

(6) Ministers—The rental value of a
dwelling house and appurtenances thereof
furnished to a minister of the gospel as part
of his compensation;

(1) Income ezempt under trealy.—Income
of any kind, to the extent required by any
treaty obligation of the United States;

(8) Miscellaneous items—The following
items, to the extent provided in section 116:

Earned’ income from sources without the
United States;

Salaries of certain Territorial employees;

The income of foreign governments;

Income of States, municipalities, and other
political subdivisions;

Receipts of shipowners’ mutual protection
and indemnity associations;
" Dividends from Ching Trade Act corpora~

ons;

Compensation of employees of foreign gov-
ernments,

(¢) Inventories—Whenever in the opinion
of the Commissioner the use of inventories
is necessary in order clearly to determine the
income of any taxpayer, inventories shall be
taken by such taxpayer upon such basis as
the Coramissioner, with the approval of the
Secretary, may prescribe as conforming as
nearly as may be to the best accounting
practice in the trade or business and as most
clearly reflecting the income.

ArT. 22 (e)-1. Need of inveniories.—
In order to reflect the net income cor-
rectly, inventories at the beginning and
end of each taxable year are necessary
in every case in which the production,
purchase, or sale of merchandise is an
income-producing factor. The inventory
should include 211 finished or partly fin-
ished goods and, in the case of raw ma-
terials and supplies, only those which
have been acquired for sale or which will
physically become a part of merchan-
dise intended for sale. Merchandise
should be included in the inventory only
if title thereto is vested in the taxpayer.
Accordingly, the seller should include in
his inventory goods under contract for
sale but not yet segregated and applied
to the contract and goods out upon con-

No.28—4

sisnment but chould exclude from in-
ventory goods sold, title to which has
passed to the purchaser., A purchocer
should include in inventory merchondicz
purchased, title to which has passed to
him, although such merchondise is in
transit or for other reasons h2s not been
reduced to physical pozsescion, bub
should not include goods ordercd for
future delivery, transfer of title to which
has not yet been efiected.

Art, 22 (¢)-2. Valuation of invento-
ries—Section 22 (¢) provides two tosts
to which each inventory must conform:

(1) It must conform as nexrly as may
be to the best accounting practice in
the trade or business, and

(2) It must clearly reflect the income,

It follows, therefore, that inveniory
rules cannot be uniform but must give
effect to trade customs vwhich come
within the scope of the best accounting
practice in the particular trade or busi-
ness. In order clearly to reflect income,
the inventory practice of a taxpayer
should be consistent from year to year,
and greater welght is to be given to con-
sistency than to any particular method
of inventorying or basls of valuation so
long as the method or basis used is sub-
stantally in accord with these regula-
tions. An inventory that ean be used
under the best accounting practice in o
balance sheet showing the financial posi-
tion of the taxpayer can, as a general
rule, be regarded as clearly reflecting his
income.

The bases of valuation most commonly
used by business concerns and which
meet the requirements of gection 22 (¢)
are (@) cost and (b) cost or market,
whichever is lower. (For inventories by
dealers in securities, see article 22 (¢)-5.)
Any goods in an inventory which are
unsalable at normal prices or unusable

in the normal way because of damage,

imperfections, shop wear, changes of
style, odd or broken lots, or other simi-
lar causes, including second-hand goods
taken in exchange, should be valued at
bona fide selling prices less direct cost
of disposition, whether basis (@) or (b)
is used, or if such roods conglst of raw
materials or partly finished goods held
for use or consumption, they shall he
valued upon a reascnable basls, taking
into consideration the usability and the
condition of the goods, but in no cas2
shall such value be less than the cerap
value. Bona fide selling price means
actual offering of goods during a period
ending not later than 30 days after in-
ventory date. The burden of proof will
rest upon the tazpayer to show that such
exceptional goods as ere valued upon
such selling basls come within the clos-
sifications indicated above, and he zhall
maintain such records of the disposition
of the goods as will enable o verification
of the inventory to be made.

In respect of normal geods, whichever
basis is adopted must be applied with
reasonable consistency to the entire in-
ventory, Taxpayers were given an op-
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tion to adopt the basis of either (@) cost
or (B) cost or market, whichever is lowez,
for thelr 1920 Inventoriss. Tn2 basis
prorerly adopted for that year or any
sukzequent year Is confrolling, and a
chance can now b2 made only after pzr-
mizzlon is secured from the Commis-
ctoner. Applicotion for permizsion to
change the basis of valuing inventories
chall bz made in writinz and 8led with
the Commiszslonsr as provided in article
41-2, Goods folen in the inventory
which hove bzen co intermingizd that
they cannot b2 identified with spescific
involces will b2 deemed to be the goods
most recently purchaszd or preduced,
and th2 cost thereof will be the actual
cosh of the goods purchased or produced
during the paricd in which the guantify
of roods in the inventory has bzen ac-
quired. Bub see szction 22 (d) as to in~
ventories in certain industries. Whera
the tazpayer maintains book inventories
in accordance with a sound accounting
system in which the respective inventory
accounts are charged with the actual cost
of the goods purchaszd or produczed and
credited with the value of goods used,
transferred, or £old, calculated unon the
basls of the actual cosh of the goods ac-—
quired during the tazable year (includ-
ing the inventory at the bazinning of the
vear), the neh value as shown by such
Inventory accounts will be dzemed to be
the cost of the goods on hand. The bzl~
ances shown by such book inventfories
should be verified by physical inventories
at reasonable intervals and adjusted ta
conform therewith.

Inventories should bz recorded in &
lczible manner, properly computed and
summarized, and should be preszrved as
a part of the accounting records of the
tazpayer. The inventories of taxpayers
on whatever basis taken will ba subject
to investication by the Commissioner,
and the taspayer must satisfy the Com-
missioner of the correctness of the prices
adopted.

The following methods, among cthers,
are cometimes used in taking or valuinz
inventories, but are nof in accord with
these regulations, viz:

(1) Deductine from the inventory a
rezerve for price changes, or an estimated
depreciztion in the value thereof.

(2) Taldng worls in process, or cthar
parts of the inventory, at 2 nominal price
or at lecs than its propzr valuz.,

(3) Omitting portions of th2 stock on
hond.

(4) Usinr a constant price or nominal
value for so-called normazl quantfity of
materials or goods in stock.

(5) Including stack in transit, either
chipped to or from the fa=payer, th?
title to which I3 not vested in the tox-
Dayer.

Anz. 22 (e)-3. Inveniories ¢t cast—
Cost means:

(1) Inthe case of merchandis= on hand
at the be~inning of the taxable rear,
the Inventory price of such goods.
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(2) In the case of merchandise pur-
chased since the beginning of the taxa-
ble year, the invoice price less trade or
other discounts, except strictly cash dis-
counts approximating a fair interest
rate, which may be deducted or not at the
option of the taxpayer, provided a con-
sistent course is followed. To this net
invoice price should be added transpor-
tation or other necessary charges in-
curred in acquiring possession of the
goods.

(3) In the case of merchandise pro-
duced by the taxpayer since the begin-
ning of the taxable year, (@) the cost of
raw materials and supplies entering into
or consumed in connection with the prod-
uct, (b) expenditures for direct labor,
(e) indirect expenses incident to and
necessary for the production of the par-
ticular article, including in such indirect
expenses a reasonable proportion of
management expenses, but not including
any cost of selling or return on capital,
whether by way of interest or profit.

(4) In any industry in which the usual
rules for computation of cost of produc-
tion are inapplicable, costs may be ap-
proximated upon such basis as may be
reasonable and in conformity with estab-
lished trade practice in the particular in-
dustry. Among such cases are (¢) farm-
ers and raisers of live stock (see article
22 (e)-6), (b) miners and manufacturers
who by a single process or uniform series
of processes derive a product of two or
more kinds, sizes, or grades, the unit cost
of which is substantially alike (see article
22 (c)-7), and (¢) retail merchants who
use what is known as the “retail method”
in ascertaining approximate cost (see
article 22 (c)-8).

ArT. 22 (c)—4. Inventories at cost or
market, whichever is lower—Under or-
dinary circumstances and for normal
goods in an inventory, “market” means
the current bhid price prevailing at the
date of the inventory for the particular
merchandise in the volume in which
usually purchased by the taxpayer, and
is applicable in the cases—

(a) Of goods purchased and on hand,
and

(b) Of basic elements of cost (mate-
rials, labor, and burden) in goods in
process of manufacture and in finished
goods on hand; exclusive, however, of
goods on hand or in process of manufac-
ture for delivery upon firm sales contracts
(. e, those not legally subject to can-
cellation by either party) at fixed prices
entered into before the date of the in-
ventory, under which the taxpayer is pro-
tected against actual loss, which goods
must be inventoried at cost.

Where no open market exists or where
quotations are nominal, due to stag-
nant market conditions, the taxpayer
must use such evidence of a fair mar-
ket price at the date or dates nearest
the inventory as may be available, such
as specific purchases or sales by the
taxpayer or others in reasonable volume
and made in good faith, or compensa-

tion paid for cancellation of contracts
for purchase commitments. Where the
taxpayer in the regular course of busi-
ness has offered: for sale such mer-
chandise at prices lower than the cur-
rent price as above defined, the inven-
tory may be valued at such prices less
direct cost of disposition, and the cor-
rectness of such prices will be deter-
mined by reference to the actual sales
of the taxpayer for a reasonable period
before and after the date of the in-
ventory. Prices which vary materially
from the actual prices so ascertained
will not be accepted as reflecting the
market.

‘Where the inventory is valued upon
the basis of cost or market, whichever
is lower, the market value of each arti-
cle on hand at the invenfory date shall
be compared with the cost of the article,
and the lower of such values shall be
taken as the inventory value of the
article.

ART. 22 (¢)-5. Inventories by dealers
in securities—A dealer in securities who
in his books of account regularly inven-
tories unsold securities on hand either—

(a) At cost;

(b) At cost or market, whichever is
lower; or .

(c) At market value,

may make his return upon the basis
upon which his accounts are kept; pro-
vided that a description of the method
employed shall be included in or attached
to the return, that 21l the securities must
be inventoried by the same method, and
that such method must be adhered to in
subsequent years, unless another. method
be authorized by the Commissioner pur-
suant to a written application therefor
filed with the Commissioner as provided
in article 41-2. A dealer in securities in
whose books of account separate compu-
tations of the gain or loss from the sale
of the various lots of securities sold are
made on the basis of the cost of each lob
shall be regarded, for the purposes of this
article, as regularly inventorying his se-
curities at cost. TFor the purpose of this
rule a dealer in securities is a merchant
of securities, whether an individual, part-
nership, or corporation, with an estab-
lished place of business, regularly en-
gaged in the purchase of securities and
their resale to customers; that is, one
who as a merchant buys securities and
sells them to customers with a view to
the gains and profits that may be derived
therefrom. If such business is simply a
branch of the activities carried on by
such person, the securities inventoried
as here provided may include only those
held for purposes of resale and not for
investment. Taxpayers who buy and sell
or hold securities for investment or spec-
ulation, irrespective of whether such buy-
ing or selling constitutes the carrying on
of a trade or business, and officers of cor-
porations and members of partnerships
who in their individual capacities buy
and sell securities, are not dealers in se-
curities within the meaning of this rule.
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ArT. 22 (¢)-6, Inventories of live stock
raisers and other jfarmers—EFarmers
may change the basis of thelr returng
from that of receipts and disbursements
to that of an inventory basis provided
adjustments are made in accordence
with one of the two methods outlined
in (1) and (2) below. It is optional
with the taxpayer which method s used,
but, having elected one method, the
option so exercised will be binding upon
the taxpayer, and he will be precluded
from filing amended returns upon the
basis of the other method.

(1) Opening and closing inventories
shall be used for the year in which the
change is made. There should be in-
cluded in the opening inventory all farm
products (including live stock) purchased
or raised which were on hand at the date
of the inventory, and there must be sub-
mitted with the return for the current
taxable year an adjustment sheet for the
preceding taxable year based on the in-
ventory method, upon the amount of
which adjustment the tax shall be
assessed and paid (if any be due) at fhe
rate of tax in effect for that yeat, Ordl-
narily an adjustment sheet for the pre-
ceding year will be sufficient, but if, in
the opinion of the Commissioner, stich
adjustment is not sufficient clearly to
reflect income, adjustments for earlier
yvears may be accepted or required. If
it is impossible to yender complete inven«
tories for the preceding year or years, tho
Commissioner will accept estimates
which, in his opinion, substantially re-
flect the income on the inventory basis
for such preceding year or years; but
inventories must not include real estate,
buildings, permanent improvements, or
any other assets subject to depreciation.

(2) No adjustment sheets will be re-
quired, but the net income for the tax-
able year in which the change is made
must be computed without deducting
from the sum of the closing inventoty
and the sales and other receipts, the in-
ventory of live stock, crops, and products
at the beginning of the year; provided,
however—

(@) That if any live stock, grain, or
other property on hand at the beginning
of the taxable year has been purchased
and the cost thereof not charged to ex-
pense, only the difference between the
cost and the selling price should be re-
ported as income for the year in which
sold;

(b) But if the cost of such property
has been charged to expense for a pre-
vious year, the entire amount recelved
must be reported as income for the year
in which sold.

Because of the difficulty of ascertain-
ing actual cost of live stock and other
farm products, farmers who render their
returns upth an inventory basls may
value their inventories according to the
“farm-price method,” which provides for
the valuation of inventories at market
price less direct cost of disposition. If

s
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the use of the “farm-price method” of
valuing inventories for any taxable year
involves a change in method of valu-
ing inventories from that employed in
prior years, permission for such change
shall first be secured from the Commis-
sioner as provided in article 41-2. In
such case the opening inventory for the
taxable year in which the change is made
should be brought in at the same value
as the closing inventory for the preceding
taxable year. If such valuation of the
opening inventory for the taxable year
in which the change is made results in
an abnormally large income for that year,
there may be submitted with the return
for such faxzable year an adjustment
statement for the preceding year. This
statement shall be based on the “farm-
price method” of valuing inventories,
upon the amount of which adjustments
the tax, if any be due, shall be assessed
and paid at the rate of tax in effect for
such preceding year. If an adjustment
for the preceding year is not, in the
opinion of the Commissioner, suficient
clearly to Tefleet income, adjustment
sheets for prior years may be accepted
or reguired.

I returns have been made in which
the taxable net income has been com-
puted upon incomplete inventories, the
abnormelity should be corrected by sub-
mitting with the refurn for the current
taxable year a statement for the preced-
ing year. .In this statement such ad-
justments shall be made as are neces-
sary to bring the closing inventory for
the preceding year into argeement with
the opening complete inventory for the
current taxable year., If necessary
clearly to reflect income, similar adjust-
ments may be made as at the beginning
of the preceding year or years, and the
tax, if any be due, shall be assessed and
paid at the rate of tax in effect for such
¥ear. or years.

ART, 22 (c}-1. Inventories of miners and
manufacturers—A tazpayer engaged in
mining or manufacturing who by a single
process or uniform series of processes de-
rives a product of two or more kinds,
sizes, or grades, the unit cost of which
is substantially glike, and who in con-
formity to a recognized trade practice
allocates an amount of cost to each kind,
size, or grade of product, which in the
ageregate will shsorb the total cost of
production, may, with the consent of the
Commissioner, use such allocated cost as
a basis for pricing inventories, provided
such allocation bears g reasonable rela~
tion to the respective selling values of
the different kinds of product. See sec-
tion 22 (@) as to inventories of producers
and processors of certain non-ferrous
metals and of fanners,

Art., 22 (c)-8. Inventories of retail
merchanits—Retail merchants who em-
ploy what is kpnown as the “retail
method” of pricing inventories may make
their retiorns upon that basis, provided
(1) thsat the use of such method is desig-
nated upon the return, (2) that accurate

accounts are kept, and (3) that cuch
method is consistently adhered to unless

a change Is authorized by the Commis-| <}

sioner as provided in article 41-2, Un-
der this method the total of the retail
selling prices of the goods on hand af
the end of the year in each department
or of each class of goods is reduced to
approxzimate cost by deducting therefrom
an amount which bears the same ratio to
such total as—

(a) the total of the retall selling prices
of goods included in the opening inven-
tory plus the retail sellinr prices of the
goods purchased during the year, with
proper adjustment to such selling prices
for all mark-ups and mark-downs,

less

(b) the cost of the poods included in
the opening inventory plus the cost of
the goods purchased during the year,

bears to (a).

This amount should represent as ac-
curately as may be the amounts added
to the cost price of the goods to cover
selling and other expenses of dolng busl-
ness and for the marrin of profit,

A taxpayer maintaining more than one
department in his store or dealing in
classes of goods carrying different per-
centages of gross profit should nob use
a8 percentage of profit based upon an
average of his entire husiness, but should
comptte and use in valuing his inventory
the proper percentages for the respective
departments or classes of goods.

[Sec, 23, Gross income.}—

(d) Intventories in cortoin tndustrics—
(1) Producers and proccesors of cortain non-
ferrous metals—A taxpaycr chall ko entitled
to elect the method of taking inventorlcs
provided in paragroph (2) if his principal
business is—

(A) Bmelting non-fCITCUS OXCS O CORCIN~
trates, or refining non-ferrous motals, or
both; or

(B) Producing bracs, copper products, or
brass products, cr any one or mora of them,
not further ndvonced than rods, sheets,
tubes, bars, plates, or strips.

(2) Inventories of raw matcrigls—~A tax-
payer entitled to eclect, and who has Lo
elected, chell, In taking his inventory o5 of
the close of any taxnble yoar begluning aftcr
Dzeember 31, 1938, of raw materials which
are—

(A) used in o business deceribed in par-
agraph (1); snd

(B) not yet iIncluded in goeds in procccs
or finished goods; and

(C) so interminglcd that they cannot be
identified with gpceliic involecs;

treat such raw matericls remaining on hand
as being: First, theze Included In the Inven-
tory as of the beginning of the taxable year
{in the order of acguisition) to the cxtent
thereof, and £econd, thoso acquircd in thoe
taxnble year, In the order of ccquicition,
(3) Tanners—A taxpayer whooo prineipal
business is tanning hidcs or chins, or both,
shall be entitled to cleet (with recpoet to
any taxnble vear beginning after Docember
31, 1638) the method provided in paracroph
(2) as to the raw materials (Including thace
included in goods in proccss and in fini-hed
goods) in the business of tanning hides, or
skins, or both, if co intermingled that they
cannot he identificd with speelfie Inveless,
(4) Inventorics at cost—In the caco of the
application of the proviclons of paragroph
(2) or (3) all Inventorics of cuch materinls
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choll ko taken ot cost, Including th- mvig~
tory 0 of tho clzz2 of tho preccding to=oilz
vici o4

(56} Elceiton of method —The mzthod pro-
vidod in parocroph (2) or (3) shall not B2
applicd unlecs the toxpayer, ot or bafors the
filinz of bis retwn for the preceding torable
year, bas filed with the Commizsionst his
clection to have it opply.

() Icpulations s to chenga—~Tha2 chonze
to cuch meothed chall he made In acgordince
with cuch regulations o3 to the Commiz-
cloner, with the approval of the Seerctary,
moy preceribe a5 noeessry to provent the
aveldance of tax.,

{7y Chang: to dificrent method.—An elzc-
ticn mode under this subczetion choll be
frrevacoble and the mothod co elected zhall
bo applied in oll cubscquent tazeble years
notwithotanding any chanze In the principal
buciness of the tospayer, unless with the
epproval of tha Commiscioner change to a
differcnt methed Is authorized, and than
upop such terms and conditions and in ac-
csrdancee with cuch roguletions as the Com-
mizcioner, with the approval of the Szcre-
tary, may preceribe,

Anr. 22 (Q)~1. Inveniories of tanners,
and producers and procsssors of certain
non-ferrous metals—(a) Electivz meth-
od~The general rule is that goods fzken
in the inventory which have bzen so in-
termingled that they cannot be identified
with specific involces will be dezmed to
be the googs most recently acquired
which cannot be so identified. An ex-
ception to this general mile is provided
for in zection 22 ¢d), which permits cer~
tain specifically described taxpayers fo
clect to treat cartzin raw materials re-
mzining on hand af the closz of the
taxable year as being: first, those in-
cluded in the inventory as of the begin-
ning of the taxable year (n the order
of acquisition) to the extent thereof,
and gecond, those acquired in the tax~
able year, in the order of acguisition.
No item in an invenfory of raw materials
to which this method is applied shall be
valued at market., All inventories of
such raw materials (ncluding the in-
ventory as of the close of the precading
tazable year) shall be taken at cosk.
The opening inventory of such raw ma-
tericls for the taxable year for which
an elecHon is made ¢hall be brought in
at the same cost as the closing invenfory
of such raw materials for the preceding
taxable year.

A toxpayer shall be entitled to elzeh
to have such method applied in taking
his inventory as of the closz of any tax~
able year beginning after Decamber 31,
1938, i£ his principzl business at the be-
ginning of such taxable year (as shovn
by all transactions during the preceding
taxable year and any other facts and eir~
cumstances relevant to the defermina~-
tion of the principal business) is—

(1) SmelHny non-ferrous ores or con~
centrates, or refining non-ferrous metals,
or both;

(2} Producing brass, copper products,
or brass products, or any one or more of
them, not further advanced than rols,
cheets, tubes, bars, plates, or strips; or

(3) Tanning hides or skins, or both.

() Restrictions vpon useof method—
Except in the case of a taxpeger woaose
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principal business is tanning hides or
skins, or both, if a taxpayer elects to
have the method provided for in section
22 (d) applied, such method shall be
applied in taking inventory of all raw
materials used in (1) smelting non-fer-
rous ores or concentrates, or refining
non-ferrous metals, or both, or (2) pro-
ducing hrass, copper products, or brass
products, or any one or more of them,
not further advanced than rods, sheets,
tubes, bars, plates, or strips; and it shall
be applied only in taking inventory of
such raw materials. To illustrate, sup-
pose the principal business of the M
Corporation is refining non-ferrous met-
als and such corporation is also engaged
in producing copper products. If the
M Corporation elects to use the method
provided for in section 22 (d), it shall
use such method in taking inventory of
(1) all raw materials used in refining
non-ferrous metals and (2) all other raw
materials which are of a kind used in
producing copper products, not further
advanced than rods, sheets, tubes, bars,
plates, or strips, and which are used by
it in producing copper products, even
though the copper products produced by
it are further advanced than rods, sheets,
tubes, bars, plates, or strips. In the case
of a taxpayer whose principal business is
tanning hides or skins, or both, such
methed shall be applied only in taking
inventory of raw materials used in the
business of tanning hides, or skins, or
both.

The method provided for in section
22 (d) is to be applied only to raw ma-
terials which are so infermingled that
they cannot be identified with specific
invoices. There is a further restriction
that the method provided for in section
22 (@) shall be applied only to raw ma-
terials not yet included in goods in
process or finished goods, but this re-
striction does not apply in the case of
a taxpayer whose principal business is
tanning hides or skins, or both. Each
taxpayer to whom these restrictions are
applicable shall maintain such account-
ing records as will enable him to comply
with such restrictions. If the taxpayer’s
principal business is tanning hides or
skins, or both, the method provided for
in section 22 (d), if elected by the tax-
payer, shall be applied to all raw ma-
terials (including those included in goods
in process and in finished goods) used
in the business of tanning hides or skins,
or both, if such raw materials are so
intermingled that they cannot be identi-
fled with specific invoices.

Art, 22 (D)-2. Time and manner of
making election.—~The method of taking
inventory provided for in section 22 (d)
shall not be applied, unless the taxpayer
at or before the filing of his return for
the taxable year preceding the taxable
year as of the close of which the method
is first to be applied, has filed with the
Commissioner his election to have it ap-
plied. Such election shall be made under
oath or affirmation on Form 970 in tripli-
cate in accordance with the instructions
printed thereon and with these regula-

tions and shall be accompanied by a com-
plete statement of all facts pertaining to
the taxpayer’s right to make such elec-
tion, including—

1. A description of each business car-
ried on by the taxpayer during the tax-
able year preceding the taxable year as
of the close of which the method pro-
vided for in section 22 (d) is first to be
applied, together with a description of
the functions and operations performed
by each department of each such busi-
ness, .

2. A statement describing any changes
made, during the preceding taxable year,
in the nature of the business or businesses
carried on by the taxpayer.

_3. A balance sheet as of the beginning
of the taxable year as of the close of
which such method is first to be applied,
and a balance sheet as of the beginning of
the preceding taxable year.

4, An analysis of all inventories as of
the beginning of the taxable year as of
the close of which such method is first to
be applied, and of all inventories as of
the beginning of the preceding taxable
year. Such analysis shall include a de-
scription and the amount of each kind
of raw materials. In the case of a tax-
payer who claims that his principal busi-
ness is producing brass, copper products,
or brass products, or any one or more of
them, not further advanced than rods,
sheets, tubes, bars, plates, or strips, the
analysis of finished goods shall show the
amount of each product of a given style,
shape, or use. In the case of any other
taxpayer, the analysis of finished goods
shall show one of the following: (@) The
cost of each group of products going
through the same processes in the fac-
tory; (b) the cost of each group of prod-
ucts requiring the same kind of raw ma-~
terials; or (¢) the cost of each group of
products having the same style, shape,
or use. Each group of products shall be
clearly described. .

5. An analysis of all sales made during
the taxable year preceding the taxable
year as of the close of which such
method is first to be applied. In the
case of a taxpayer who claims that his
principal business is producing brass,
copper products, or brass products, or
any one or more of them, not further
advanced than rods, sheets, tubes, bars,
plates, or strips, such analysis shall show
the sales of each product of a given style,
shape, or use. In the case of any other
taxpayer, such analysis shall show one
of the following: (@) The sales of each
group of products going through the
same processes in the factory; (b) the
sales of each group of products requir-
ing the same kind of raw materials; or
(¢) the sales of each group of products
of a given style, shape, or use. Each
group of products shall be clearly
described.

6. A profit and loss statement for the
taxable year preceding the taxable year
as of the close of ‘'which such method is
first to be applied, including therein all
items of tax-exempt income,
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Art., 22 (d)-3. Adjustments to be
made by tazpayer—A taxpayer may nob
change to the method of taking inven-
tories provided for in section 22 (d)
unless he agrees to and makes such ad-
justments, and pays such taxes with
respect to such adjustments, in the in-
ventories of prior taxable years or other-
wise, as the Commissioner deems neces=
sary to prevent the change in method
from resulting in avoldance of tax. Sece
section 22 (d) (6).

Arr., 22 (d)-4. Revocation of elec«
tion—An election made under section 22
(d) 1is irrevocable and the method so
elected shall be applied in all subsequent;
taxable years in taking inventory of raw
materials used in the business to which
such method is applicable under the elec-
tion, notwithstanding any change in the
principal business of the taxpayer, unlesy
another method be authorized by the
Commissioner pursuant to a written ap-
plication therefor filed with him. Appli«
cation for permission to change the
method of taking inventory after an elec-
tion has been made under section 22 (d)
shall be filed within 90 days after the
beginning of the first taxable year for
which such change is to be effective. Tho
permission to make the change will not
be granted unless the taxpayer and the
Commissioner agree to the terms and
conditions under which the change will
be effected.

[SEC. 22. Gross fncome.]

(e) Distributions by corporations.—Distri=
butions by corporations shall be taxable to
the shareholders as provided in séction 115,

(1) Determination of gain or loss—In tho
case of a sale or other disposition of property,
the gain or loss shall be computed a3 pro=
vided in section 111.

(g9) Gross income from sources within and
without United States—For computation of
gross income from sources within and with«
out the United States, see section 119,

(R) Foreign personal holding companic—
For provisions relating to gross incomeo of
foreign personal holding companies and of
thelr shareholders, see section 334,

(4) Comsent dividends—For inclusion in
gross income of amounts specified {n sharo-
holders’ consents, see section, 28.

CHAPTER IV

Deductions from Gross Income

SEC. 23. Deductions from gross income—
In computing net income there shall be
allowed as deductions:

(a) Ezxpenses.~(1) In general~—~All the
ordinary and necessary expenses paid or ine
curred during the taxable year in corrying
on any trade or business, including a reason=
able allowance for salaries or other compens
sation for personal services actually ron=
dered; traveling expenses (including tho ene
tire amount expended for meals and lodp-
ing) while away from home in the pursult
of a trade or business; and rentals or other
payments required to be made ag n concition
to the continued use or possession, for pur«
poses of the trade or business, of property
to which the taxpayer has not taken or {8
not taking title or in which he has no
equity.

(2) Corporate charitable contributions.—
No deduction shall be allowable under parg«
graph (1) to a corporation for any contribu«
tion or gift which would be allowable as o
deduction under subsection (q) were it not
for the 6 per centum limitation therein con«
tained and for the requirement therein that
payment must be made within the {axable
year,
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Arr, 23 (a)-l. Business expenses.—
Business expenses deductible from gross
income include the ordinary and neces-
sary expenditures directly connected
with or pertaining to the taxpayer's
trade or business, except the classes of
items which are deductible under the
provisions of articles 23 (-1 to
23 (@)-1. Double deductions are not
permitted. Amounts deducted under
one provision of the Act cannot again be
deducted under any other provision of
the Act. As to charitable contributions
by corporations not deductible under
section 23 (a), see article 23 (a)-13.
The cost of goods purchased for resale,
with proper adjustment for opening and
closing inventories, is deducted from
gross sales in computing gross income.
(See article 22 (g)-5.) Among the
items included in business expenses are
management expenses, commissions,
labor, supplies, incidental repairs, oper-
ating expenses of automobiles used in
the trade or business, traveling expenses
while away from home solely in the pur-
suit of a trade or business (see article
23 (a)-2), advertising and other selling
expenses, together with insurance pre-
miums against fire, storm, theft, acci-
dent, or other similar losses in the case
of a business, and rental for the use of
business property. Penalty payments
with respect to Federal taxes, whether
on account of negligence, delinquency,
or fraud, are not deductible from gross
income. The full amount of the allow-
able deduction for ordinary and neces-
sary expenses in carrying on a business
is nevertheless deductible, even though
such expenses exceed the gross income
derived during the taxable year from
such business. As to items not deducti-
ble under any provision of section 23, see
section 24.

ArT. 23 (a)-2. Traveling erpenses.—
Traveling expenses, as ordinarily under-
stood, Include railroad fares and meals
. and lodging. If the trip is undertaken
for other than business purposes, the
railroad fares are personal expenses and
the meals and lodging are living ex-
penses. If the trip is solely on busi-
ness, the reasonable and necessary
traveling expenses, including railroad
fares, meals, and lodging, are business
expenses.

(a) If, then, an individual, whose
business requires him to travel, receives
g salary as full compensation for his
services, without reimbursement for
traveling expenses, or is employed on g
commission basis with no expense al-
lowance, his traveling expenses, includ-
ing the eniire amount expended for
meals and lodging, are deductible from
gross income.

(b) If an individual receives a salary
and is also repaid his actual traveling
expenses, he shall include in gross in-
come the amount so repaid and may
deduct such expenses.

(¢) If an individual receives a salary
and alsg an allowance for meals and

lodging, as, for example, a, per diem al-
lowance in leu of subsistence, the
amount of the allowance should be in-
cluded in gross income and the cost of
such meals and lodging may be deducted
therefrom.

A payment for the use of a sample
room at a hotel for the display of goods
is a business expense. Only such ex-
penses as are reasonable and neceszary
in the conduct of the business and di-
rectly attributable to it may be de-
ducted. A taxpayer claiming the ben-
efit of the deductions referred to herein
must attach to his return a statement
showing (1) the nature of the business
in which engaged; (2) the number of
days away from home during the tazable
year on account of business; (3) the to-
tal amount of expenses incident to meals
and lodging while abzent from home on
business during the taxable year; and
(4) the total amount of other expenszs
incident to travel and claimed as a
deduction.

Claim for the deductions referred to
herein must be substantiated, when re-
quired by the Commissioner, by evi-
dence showing in detail the amount and
nature of the expenses incurred.

Commuters’ fares are not considered
as business ezpenses and are not
deductible.

ART. 23 (a)-3. Cost of materials —Tax-
payers carrying materials and supplies
on hand should include in expenses the
charges for materiols and supplies only
to the amount that they are actually
consumed and used in operation during
the year for which the return is made,
provided that the cost of such materials
and supplies has not been deducted in
determining the net income for any pre-
vious year. If a taxpayer carries inci-
dental materials or supplies on hand for
which no record of consumption is kept
or of which physical inventories at the
beginning and end of the year are not
taken, it will be permissible for the tax-
payer to include in his expenses and de-
duct from gross income the total cost
of such supplies and materials as were
purchased during the year for which the
return is made, provided the net income
is clearly refiected by this method,

Arr, 23 (Q)-4. Repairs—The cost of
incidental repairs which neither materi-
ally add to the value of the property nor
appreciably prolong its life, but keep it
in an ordinarily efficient operating con-
dition, may be deducted as expence, pro-
vided the plant or property account is
not increased by the amount of such ¢x-
penditures. Repairs in the nature of re-
placements, to the extent that they
arrest deterioration and appreciably pro-
long the life of the property, should be
charged agrinst the depreciation re-
serve if such account is kept. (Scge arti-
cles 23 (O-1 to 23 (1)-10.)

Arrt. 23 (a)-5. Professional cxpenscs.—
A professional man may claim as de-
ductions the cost of supplies used by him
in the practice of his profession, ex-
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pences paid in the operation and repair
of an automoblle uszd in making profes-
slonal c2lls, dues to profezsional societies
and subzeriptons fo profezsional jour-
nals, the rent paid for office rooms, the
cost of the fuel, linht, water, telephone,
ete,, used In such offices, and the hire of
office assistants. Amounts cixrrently ex-
panded for books, furniture, and profes-
slonal instruments arnd equipment, the
useful life of which is short, may be
deducted.

Anz. 23 (a)-6. Compensation for per-
sonel services—Among the ordinary and
necezary expenses paid or incwrred in
carrying on any trade or business may be
included a reasonable allowance for sal-
arles or other comypensation for personal
gervices actually rendered. The test of
deductibility in the case of compensation
payments is whether they are reasonable
and are in fact payments purely for
sarviees. This test and its practical ap-
plication may be further stated and il-
lustrated as follows:

(1) Any amount paid in the form of
compensation, but not in fact as thz pur-
chase price of services, is not deductible.
(@) An cstensible salary paid by a cor-
poration may be a distribution of a divi-
dend on stock. This is likely fo cccur
in the caze of a corporation having few
shareholders, practically all of whom
draw calaries. X in such a case the
salaries are in excess of those ordinarily
pald for similar services, and the exces-
sive payments correspond or kzar a closz
relationship fo the stock holdings of the
offlcers or employees, it would seem Lkely
that the salarfes are not paid wholly for
cervices rendered, but thaf the excessive
payments are a distribution of earnings
unon the stock, (D) An ostensible salary
may be in part payment for propsrty.
This may cccur, for example, where a
partnership sells out fo a corporation,
the former pariners agrezing to continue
in the service of the corporation. Insuch
2 case it may b2 found that the salaries
of the former portners are not merely
for services, but in part constitute pay-
ment for the transfer of their businsss.

(2) Theform or method of fixing com-~
pensation is not decisive as to deducti-
bility. WWhile any form of contingent
compensation invites scrutiny as a pos-
gible distribution of earnings of the en-
terprise, it does not follovwr that payments
on a contingent basis are to be treated
fundamentally on any basis different
from that applying fo compensation at a
flat rate. Generally speaking, if con-
tingent compsansation is paid pursuant to
a free bargain between the employer and
the indlvidual made before the servicss
are rendered, not Influenced by any con-
sideration on the part of the employer
other than that of securing on fair and
advantaceous terms the gsrvices of the
individual, it shonld bz allowed as a de-
duction even thouch in the actuzl work-
ing out of the contract it may prove fo
be greater than the amount which would
ordinarily bz paid.
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(3) In any event the allowance for the
compensation paid may not exceed what
is reasonable under a1l the circumstances.
It is in general just to assume that rea-
sonable and true compensation is only
such amount as would ordinarily be paid
for like services by like enterprises under
like circumstances. The circumstances
to he taken into consideration are those
existing at the date when the contract
for services was made, not those existing
at the date when the contract is ques-
tioned.

ART. 23 (a)-1. Treatment of excessive
compensation.—The income tax liability
of the recipient in respect of an amount
ostensibly paid to him as compensation,
but not allowed to be deducted as such
by the payor, will depend upon the cir-
cumstances of each case. Thus, in the
case of excessive payments by corpora-
tions, if such payments correspond or
bear a close relationship to stock hold-
ings, and are found to be a distribution
of earnings or profits, the excessive pay-
ments will be treated.as a dividend. If
such payments constitute payment for
property, they should be treated by the
payor as a capital expenditure and by
the recipient as part of the purchase
price. In the absence of evidence to jus-
tify other treatment, excessive payments
for salaries or other compensation for
personal services will be included in gross
income of the recipient and subjected to
both normal tax and surtax.

ArT, 23 (a)-8. Bonuses to employees.—
Bonuses to employees will constitute al-
lowable deductions from gross income
when such payments are made in good
faith and as additional compensation for
the services actually rendered by the em-~
ployees, provided such payments, when
added to the stipulated salaries, do not
exceed a reasonable compensation for
the services rendered. It is immaterial
whether such bonuses are paid in cash
or in kind or partly in cash and partly
in kind. Donations made to employees
and others, which do not have in them
the element of compensation or are in
excess of reasonable compensafion for

" services, are not deductible from gross
income.

ARrT. 23 (a)-9. Pensions—Compensa-
tion for injuries—Amounts paid by a
taxpayer for pensions to retired employ-
ees or to their families or others depend-
ent upon them, or on account of injuries
received by employees, and lump-sum
amounts paid or accrued as compensa~
tion for injuries, are proper deductions
as ordinary and necessary expenses.
Such deductions are limited to the
amount not compensated for by insur-
ance or otherwise. When the amount of
the salary of an officer or employee is
paid for a limited period after his death
to his widow or heirs, in recognition of
the services rendered by the individual,
such payments may be deducted. As to
deductions for payments to employees’
pension trusts, see section 23 (p).

ArT. 23 (a)-10. Rentals.—If a lease-
hold is acquired for business purposes for

g specified sum, the purchaser may take
as a deduction in his return an aliquot
part of such sum each year, based on the
number of years the lease has fo run.
Taxes paid by a tenant to or for a land-
lord for business property are additional
rent and constitute a deductible item to
the tenant and taxable income to the
landlord, the amount of the tax being
deductible by the latter. The cost borne
by a lessee in erecting buildings or mak-
ing permanent improvements on ground
of which he is lessee is held to be a capi-
tal investment and not deductible as a
business expense. In order to return to
such taxpayer his investment of capifal,
an annual deduction may be made from
gross income of an amount equal fo the
total cost of such improvements divided
by the number of years remaining of the
term of lease, and such deduction shall
be in lieu of a deduction for depreciation.
If the remainder of the term of lease is
greater than the probable life of the
buildings erected, or of the improvements
made, this deduction shall take the form
of an allowance for depreciation. (See
article 22 (a)-13.)

ARrT. 23 (a)~11. Expenses of farmers—
A farmer who operates a farm for profit
is entitled to deduct from gross income
as necessary expenses all amounts ac-
tually expended in the carrying on of
the business of farming. The cost of
ordinary tools of short life or small cost,
such as hand tools, including shovels,
rakes, etc.,, may be deducted. The cost
of feeding and raising live stock may bhe
treated as an expense deduction, in so
far as such cost represents actual out-
lay, but not including the value of farm
produce grown upon the farm or the la-
bor of the taxpayer. Where a farmer
is engaged in producing crops which take
more than a year from the time of plant-
ing to the process of gathering and dis-
posal, expenses deducted may, with the
consent of the Commissioner (see article
41-2), be determined upon the crop ba-
sis, and such deductions must be taken
in the year in which the gross income
from the crop has heen realized. The
cost of farm machinery, equipment, and
farm buildings represents a capital in-
vestment and is not an allowable de-
duction as an item of expense. Amounts
expended in the development of farms,
orchards, and ranches prior to the time
when the productive state is reached may
be regarded as investments of capital.
Amounts expended in purchasing work,
breeding, or dairy animals are regarded
as investments of capital, and may be
depreciated unless such animals are in-
cluded in an inventory in accordance
with article 22 (a)-7. The purchase
price of an automobile, even when wholly
used in carrying on farming operations,
is not deductible, but is regarded as an
investment of capital. 'The cost of
gasoline, repairs, and upkeep of an au-
tomobile if used wholly in the business
of farming is deductible as an expense;
if used partly for business purposes and
partly for the pleasure or convenience of
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the taxpayer or his family, such cost may
be apportioned according to the extent of
the use for purposes of business and
pleasure or convenience, and only the
proportion of such cost justly attribut-
able to business purposes is deductible
as a necessary expense. If & farm is
operated for recreation or pleasure and
not on a commercial basls, and if the
expenses incurred in connection with the
farm are in excess of the receipts there-
from, the entire receipts from the sale
of products may be ignored in rendering
a return of income, and the expenses in-
curred, being regarded as personal ex-
penses, will not constitute allowable de«
ductions., (See also articles 22 (a)-T7,
23 (e)-5, and 23 (1)-10.)

Arrt, 23 (a)-12. Depositors’ guarenty
fund.~Banking corporations which pur«
suant to the laws of the States in which
they are doing business are required to
set apart, keep, and maintain in thelr
banks the amount levied and assessed
against them by the State authorities
as a “Depositors’ guaranty fund,” may
deduct from their gross income -the
amount so set apart each year to this
fund, provided that such fund, when get
aside and carried fo the credit of the
State banking board or duly authorized
State officer, ceases to be an asset of the
bank and may be withdrawn in whole
or in part upon demand by such board
or State officer to meet the needs of
these officers in reimbursing depositors
in insolvent banks, and provided further
that no portion of the amount thus sot
aside and credited is returnable under
the laws of the State to the assets of the
banking corporation. If, however, such
amount is simply set up on the books of
the bank as a reserve to meet & contin«
gent liability and remains an asset of the
bank, it will not be deductible except as
it is actually paid out as required by law
and upon demand of the proper Stato
officers.

ArT. 23 (a)-13. Corporate contribu-
tions—No deduction is allowable under
section 23 (a) for a contribution or gift
by a corporation if any part thereof ig
deductible under section 23 (q). Thus,
for example, if a corporation makes a
contribution of $5,000, only $4,000 of
which is deductible under section 23 (q)
(whether because of the 5 percent limi-
tation or requirement of actual payment,
or both), no deduction is allowable under
section 23 (a) for the remaining $1,000.

The limitations provided in paragraph
(2) of section 23 (2) and in this article
apply only to payments which are in faot
contributions or gifts to organizations
described in section 23 (q). For example,
payments by a street railway corporation
to a local hospital (which is a charitable
organization within the meaning of sec-
tion 23 (q)) in conslderation of a bind-
ing obligation on the part of the hospital
to provide hospital services and facilities
for the corporation’s employees are not
confributions or gifts within the meaning
of section 23 (¢) and may be deductible
under section 23 (a) if the requirements
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of that section are otherwise satisfied.
Donations to orsgenizations other than
those described in section 23 (q) which
bear a direct relationship to the corpora-
tion’s business and are made with a rea-
sonable expectation of a financial return
commensurate with the amount of the
donation may constitute allowable de-
ductions as business expenses. For ex-
ample, & street railway corporation may
donate a sum of money to an organiza-
tion (of a class not referred to in section
23 (@) ) intending to hold & convention in
the city in which it operates, with & rea-
sonable expectation that the holding of
such convention will augment its income
through a greater number of people using
its cars.
23. Deductions o8 income.
[Sec. from g 1

[In computing net income shall be
allowed as deductions:]

(b) Interest—All interest pald or accrued

thin the taxable year on indebtedness,
except on Indebtedness incurred or con-
tinued to purchase or carry obligations
{other than obligations of the United States
issued after September 24, 1917, and origi-
nelly subscribed for by the taxpayer) the
interest upon which is wholly exempt from
the-taxzes imposed by this title.

Azrt: 23 (b)-1. Inierest—Interest paid
or accrued within the year on indebted-
ness may he deducted from gross income,
except that interest on indebtedness in-
cirred or continued to purchase or carry
cbligations, such as municipal bonds,
Panamsa Canal loan 3 percent bonds, or
(in case of a taxpayer not an original
subscriber) obligations of the United
States issued after September 24, 1917,
the interest upon which is wholly ex~
empt from tax, is not deductible. In-
terest paid or accrued within the year on
indebtedness incurred or continued to
purchase or carry (a) obligations of the
United States issued after September 24,
1917, the interest upon which is mot
wholly exempt from the taxes imposed
by Title I, or (b) (in the case of an orig-
inal subscriber) obligations of the United
States issued after September 24, 1917,
the interest upon which is wholly ex-
empt from the taxes imposed by Title I,
is deductible in accordance with the
general rule.

Interest paid by the faxpayer on a
~ morigage upon real estate of which he is

the legal or equitable owner, even though
the tazpayer is not directly liable upon
the bond or note secured by such mort-
gage, may be deducted as interest on his
indebiedness. Payments made for Mary-
Iand or Pennsylvania ground rents are
not deductible as interest but may, if a
proper bhusiness expense, be deducted as
rent.

Interest caleulated for cost-keeping or
other purposes on account of capital or
surplus invested in the business which
does nob represent a charge arising un-
der an interest-hearing obligafion, is not
an allowable deduction from gross in-
come, Interest paid by a corporation on
scrip dividends is an allowable deduc-
tion. So-called interest on preferred
stock, which is in reality a dividend

thereon, cannot be deducted in comput-
ing net income, (Secg, however, article
22 (a)-18 and section 121.) In the case
of banks and loan or trust companies in-
terest pald within the year on deposits
such as interest paid on moneys recelved
for investment and secured by interest-
bearing certificates of indebtednecs issued
by such bank or lean or trust company
may be deducted from gross income., As
to other amounts of interest not de-
ductible under section 23 (b), cee section
24 ().

[Sec. 23. Deductions from gross income.)

[In computing net income thcre chall B2
allowed ns deducticns:]

(c) Taxes gencrally~—~Tazes pald or acerucd
within the taxable year, exccpb—

(1) Federal income, war-profits, and exccis-
profits toxes (other than the excess-profits
tax imposed by cection 106 of the Rovenue
Act of 1935 or by scctlon €02 of this Act);

{2) income, tar-profits, and cxcerc~-profits
taxes Imposed by the authority of any forclon
country or possession of the United States;
but this deduction shall be sllowed in the
case of o taxpayer who decs not clgpify in
his return his declre to have to any cxtent
the benefits of eection 181 (xelating to credit
for taxes of forelgn countrics and poc2cslons
of the United Statcs);

(3) estate, inberltance, l¢rocy, succecclon,
and gift taxes; and

(4) taxes aszeesod orainst lecnl hopefits of
a kig;itytendlng go {amtfe%t:xi the valuehctmtgﬁ
prop assessed; bu 5 parcoren
not exclude the allowance os o deduction
of so much of such taxcs ¢3 is properly al-
locable to maintenance or intercct charpes.

ArT, 23 (c)-1. Tares—Subiect to the
exceptions stated in this article and axti-
cles 23 (¢)-2 and 23 (¢)-3, taxes im-
posed by the United States, any State or
Territory, or poliHeal subdivision of
either, possessions of the United Stotes,
or foreign countries, are deductible from
gross income for the year in which paid
or accrued (see section 43). Estate, in-
heritance, legacy, succession, and pift
taxes and Federzl Income, war-profits,
and excess-profits taxes (other than the
excess-profits tax imposed by cection 106
of the Revenue Act of 1935 or by section
602 of the Revenue Act of 1938) are not
deductible from gross income. Income,
war-profits, and excess-profits taxes im~
posed by the authority of any foreisn
country or possession of the United
States are deductible from gross income
in cases where the taxpayer does nof sig-

nify in his return his desire to hove to| ¢t

any extent the benefits of section 131 (re-
lating to credit for taxes of forelen coun-~
tries or possessions of the United States).
See generally articles 131-1 to 131-8 as
to tax credits. Postage Is nof o fax.
Amounts paid to States or Territories
under secured debts laws in order to
render securities tax exempl are deduct-
ible, Automobile license fegs are ordi-
narily tazes. In general taxes are de-
ductible only by the parson upon whom
they are imposed. As to tax pald at the
source on interest from tax-free covenant
bonds, see section 143 (a) (3).

Art, 23 (c)-2. Federal dulies and
excise tares—import or tarif doles
paid to the proper customs officers, and
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businezs, Heenss, privileze, excize, and
stomp tazes paid to Intermal revenue
collectors, are deductible as fezes im-
pozed by the authority of the United
States, provided they are not addsd fo
and made a part of the expensss of the
business or the cost of articles of mer-
chandise with respect to which they are
paid, in which case they cannct bz
separately deducted. (Sze article 23
(a)-1.)

Anz. 23 (c)-3. Taxes for local bene-
fts—So-called taxes, more proprily
essessments, paid for local benefits, such
as streef, sidewall:, and other like im-
provements, imposed because of and
measured by some benefit inuring di-
rectly to the property against which the
ascessment is levied, do nof constitute
an allowable deduction from gross in-~
come. A tax is considered asszssed
against local benefits when the property
subjecct to the tax is limifed fo proparty
benefited. Spscial assezsments are nof
deductible, even fthough an incidenfal
beznefit may inure fo the public welfare.
The real property tazes deductible are
thoze levied for the general public wel-
fare by the propar taxing authorities at
a like rate amainst all propzrty in the
territory over which such authorities
have jurizdiction. Aszessments under
the statutes of California relating to ir-
riration and of Yowa relating to drain-
are, and under cerfain statutes of Ten-~
nezzce relating to levess, are limifed to
proparty benefited, and if the asszss-
ments are so limited, the amounts paid
thereunder are nof deductiblz as tazes.
The above statzments are subject fo tha
exception that in so far as aszsssments
against local benefits 2re made for the
purpoze of maintsnance or repair or for
the purpose of mecting interest charges
with respzct to such benefifs, they are
deductible. In such cases the burden iz
on the taxpayer fo show the allocation
of the amounts asszzsed to the different
purpeses. If the allocation cannof bz
made, nene of the amounts so paid is
deductible.

[€ze. 23. Deductions from gross income.}

[In computing nct income there shall be
allowicd as deductions:]

) Texes of charcholder: ST
tto(n-)—-m de{!uct!on for Mthﬂ g?l:% Tgy
cubcoetion (e) chall bz alloved to o corpora-

on in the cat2 of tasss Impoced upsn &
chareholder of the corporation upan bis in-
terest o3 chorcholder which are paid by the
cerporation without refmbursemeant from the
Charcholder, but in cuch caz:s no deductizn
chall b cllowed the chorcholder for the
amount of cuch taxes.

Ant. 23 (d)-1. Tax on banl: or other
stocl:—Banks or other corporationspay-
iny tazes assested against their share-
holders on account of their ownership of
the shares of stock issued by such cor-
porations without reimbwrszment from
such shareholdzrs may deduct fhe
amount of taxes so paid. The Act
specifieally provides, however, that in
such. caszs the shareholders may not de-
duct the amount of the tases. The
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amount so paid should not be included in
the income of the shareholder.
[SEc. 23. Deductions from gross income.]

[In computing net income there shall be
allowed as deductions:]

(e) Losses by individuals—In the case of
an individual, losses sustained during the
taxable year and not compensated for by
Insurance or otherwise—

(1) if incurred in trade or business; or

(2) if incurred in any transaction entered
into for profit, though not connected with
the trade or business; or

(8) of property not connected with the
trade or business, if the loss arises from
fires, storms, shipwreck, or.other casualty,
or from theft. No loss shall be allowed as
a deduction under this paragraph if at the
time of the filing of the return such loss has
been claimed as a deduction for estate tax
purposes in the estate tax return.

Arr. 23 (e)-1. Losses by individuals.—
Losses sustained by individual citizens or
residents of the United States and not
compensated for by insurance or other-
wise are fully deductible if (a) incurred
in the taxpayer’s trade or business, or
(b) incurred in any transaction entered
into for profit, or (¢) arising from fires,
storms, shipwreck, or other casualby,
or theft, and a deduction therefor has
not prior to the filing of the return been
claimed for estate tax purposes in the
estate tax return, or (d) if not prohibited
or limited by any of the following sec-
tions of the Act: Sections 23 (g) and
117, relating to capital losses; section
23 (h), relating to wagering losses; sec-
tion 24 (b), relating to losses from sales
or exchanges of property between per-
sons designated therein; section 112,
relating to recognition of gain or loss
upon sales or exchanges of property;
section 118, relating to losses on wash
sales of stock or securities; section 251,
relating to income from sources within
possessions of United States; and sec-
tion 252, relating to citizens of posses-
sions of United States. See section 213
as to limitation upon losses sustained by
nonresident aliens.

In general losses for which an amount
may be deducted from gross income must
be evidenced by closed and completed
transactions, fixed by identifiable events,
bona fide and actually sustained during
the taxable period for which allowed.
Substance and not mere form wiil gov-
ern in deftermining deductible losses.
Full consideration must be given to any
salvage value and to any insurance or
other compensation received in deter-
mining the amount of losses actually
sustained. See section 113 (b).

A loss occasioned by damage to an au-
tomobile maintained for pleasurs, where
such damage results from the faulty
driving of the taxpayer or other person
operating the automobile, but is not due
to the willful act or negligence of the
taxpayer, is a deductible loss in the com~
putation of net income. If damage to a
taxpayer’s automobile results from the
faulty driving of the operator of an auto-
mobile with which the automobile of the
taxpayer collides, the loss occasioned to
the tazpayer by such damage is likewise
deductible.

No loss is realized by the transfer of
property by gift or by death. But see sec-
tion 44 (d).

A loss on the sale of residential prop-
erty purchased or constructed by the
taxpayer for use as his personal residence
and so used by him up to the time of the
sale is not deductible. If, however, prop-
erty so purchased or constructed is prior
to its sale rented or otherwise appropri-
ated to income-producing purposes and
is used for such purposes up to the time
of its sale, a loss from the sale of the
property, computed as provided in sec-
tion 111, is, subject to the limitations
provided in section 117, an allowable de-
duction in an amount not to exceed the
excess of the value of the property at
the time it was appropriated to income-
producing purposes (with proper adjust-
ment for depreciation) over the amount
realized from the sale.

Ezample (1) : Residential property was
purchased by o taxpayer in 1928 for use
as his personal residence at a cost of
$25,000, of which $15,000 was allocable
to the building. ‘The property was so
used by the taxpayer until January 1,
1935. From that date to January 1, 1938,
when the property was sold, it was rented
by the taxpayer. The fair market value
of the property at the time it was rented
on January 1, 1935, was $22,000, of which
$12,000 was allocable to the building.
The building had an estimated life of
20 years on January 1, 1935. The prop-
erty was sold on January 1, 1938, for
$16,000. The loss from the sale allowable
as a deduction except as limited by sec-
tion 117 is $4,200, computed as follows:
Cost of property in 1928____________ 825, 000
Less depreciation allowed (not less

than amount allowable) in re-

spect of the buillding (deprecia-

tion for 3 years at 5 percent based

on $12,000, value of building when
converted to business use) ... 1,800

23, 200
Selling price of property_——coo_- 16, 000
Loss computed as provided
in section 111_____________ 7,200
Value of property at time it was
rented on January 1, 1935.—___ 22,000
Less proper adjustment for depre-
ciation 1,800
20, 200
Selling price of property.aemamee. 16,000
Portion of $7,200 loss which is de-
ductible except as limited by sec-
tion 117. 4,200

Ezxample (2): If, under the circum-
stances set forth in example (1), the
property had been purchased at a cost
of $20,000, of which $10,000 was allocable
to the building, but otherwise the facts
assumed are the same, the deductible
loss, except as limited by section 117, is
$2,500, computed as follows:

Cost of property in 1928____ .. _
Less depreciation allowed (not less
than amount allowable) in re-
spect of the building (deprecia~

tion for 3 years at 6 percent based
on $10,000, cost of building)—ee... 1,500

18, 500

$20, 000
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Selling price of pPropertyacaceccaeax 16, 000
Loss computed as provided in sec-

tion 111 2, 600
Deductible loss, except as limited by

section 117, 2,500

Losses from the sale or other disposi-
tion of Treasury bills issued after June
17, 1930, are not deductible.

ARrT. 23 (e)-2. Voluntary removal of
buildings—Loss due to the voluntary re-
moval or demolition of old buildings, the
scrapping of old machinery, equipment,
ete, incident to renewals and replace«
ments is deductible from gross income.
‘When g taxpayer buys real estate upon
which is located a building, which he pro-
ceeds to raze with a view to erecting
thereon another building, it will be con-
sidered that the taxpayer has sustained
no deductible loss by reason of the demo-
lition of the old building, and no deduct-
ible expense on account of the cost of
such removel, the value of the real es«
tate, exclusive of old improvements, be-
ing presumably equal to the purchase
price of the land and building plus the
cost of removing the useless building,

ART. 23 (e)-3. Loss of useful value.—
‘When, through some change in business
conditions, the usefulness in the business
of some or all of the capifal assets is sud-
denly terminated, so that the taxpayer
discontinues the business or discards such
assets permanently from use in such
business, he may claim as a loss for the
year in which he takes such action the
difference between the basis (adjusted
as provided in section 113 (b) and ar-
ticles 113 (a) (14)-1, 113 (b)-1, 113 (b)-2,
and 113 (b)-3) and the salvage value of
the property. This exception to the rule
requiring a sale or other disposition of
property in order to establish o loss re-
quires proof of some unforeseen cause by
reason of which the property has been
prematurely discarded, as for example,
where an increase in the cost or change
in the manufacture of any product makes
it necessary to abandon such manufac~
ture, to which special machinery is ex-
clusively devoted, or where new legisla-
tion directly or indirectly makes the con-
tinued profitable use of the property im-
possible., This exception does not extend
to a case where the useful life of prop-
erty terminates solely as a result of those
gradual processes for which deprecia«
tion allowances are authorized. It does
not apply to inventories or to other than
capital assets. ‘The exception applies to
buildings only when they are perma-
nently abandoned or permanently de-
voted to a radically different use, and to
machinery only when its use as such is
permanently abandoned. Any loss to bo
deductible under this exception must be
fully explained in the return of income.
The limitations provided in section 117
with respect to the sale or exchange of
capital assets have no application to
losses due to the discarding of capital
assets.

If the depreciable assets of a taxpayer
consist of more than one item and de-~
preciation, whether in respect of items

.
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or groups of items, is based upon the
average lives of such assets, losses
claimed on the normal retirement of such
assets are not allowable inasmuch as the
use of an average rate contemplates a
normal retirement of assets both before
and after the average life has been
reached and there is, therefore, no possi-
bility of ascerfaining any actual loss un-
der such circumstances until all assets
contained in the group have been retired.
In order to account properly for such
retirement the entire cost or other hasis
of assets retived, adjusted for salvage,
will be charged to the depreciation re-
serve account, which will enable the full
cost or other basis of the property to be
rTecovered.

In cases in which depreciable property
is disposed of due to causes other than
exhaustion, wear and tear, and normal
obsolescence, such as casualty, obso-
lescence other than normal, or sale, a
deduction for the difference hefween the
basis of the property (adjusted as pro-
vided in section 113 (b) and articles 113
(a) (IH-1, 113 (b)-1, 113 (b)-2, and
113 (0)-3) and ifs salvage value and/or
amount realized upon its disposition may
be alowed subject to the limitations pro-
vided in the Act upon deduckions for
losses, but only if it is clearly evident that
such disposition was not contemplated
in the rate of depression.

In the case of classified accounts, if
it is the consistent practice of the tax-
payer to base the rate of depreciation on
the expected life of the longest lived asset
contained in the sccount, or in the case
of single item accounts If the rate of
depreciation is based on the maximum
expected life of the asset, a deduction for
the basis of the asset (adjusted as pro-
vided in section 113 (b) amd articles 113
(a) (10)-1, 113 (b)~-1, 113 (b)~2, and 113
(b)}-3) less its salvage value is allowable
upon its retirement. (See articles 23
M-1 to 23 (H-10.)

ArT. 23 (e)-4. Shrinkage in value of
stocks.—A. person possessing stock of a
eorporation cannot deduct from grossin-
come any amount claimed as a loss
merely on account of shrinkage in value
of such stock through fluctuation of the
market or otherwise. The loss allowable
in such cases is that actually suffered
when the stock is disposed of. If stock
of a corporation becomes worthless, its
cost or other basis as determined and ad-
justed under section 113 and articles 113
(-1 to 113 (b)-3 is deductible by the
owner for the taxzable year in which the
stock became worthless, provided z satis-
factory showing is made of its worthless-
ness, Federal or State authorities inci-
dent to the regulation of banks and cer-
tain other corporations may requive that
stock be charged off as worthless or writ-
ten down to 2 nominal value. If, in any
such case, the basis of the requirement
is the worthlessness of the stock, such
charging off or writing down will, for
income tax purposes, be considered prima
facie evidence of worthlessness; bub if
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the charging off or writing down is due
to market fAuctuations, or £ no reason-
able attempt has been maode to deter~
mine worthlessness, no deduction for in-
come tax purposes of the amount g0
charged off or written down can be al-
lowed. For dealers in securites, see artli-
cle 22 (¢)-5. For limitations on deduc-
tHons for losses from sales or exchanfes
of capital assets generally, including
stocks and bonds, see section 117.

ArT. 23 (e)-5. Losses of farmersc.—
Xosses Incurred in the operation of
farms as business enterprizes are de-
ductible from gross income. X farm
products are held for favorable mar-
kets, no deduction on account of shrink-
age in weight or physical value or by
reason of deterioration in storage shall
be allowed, except as such shrinliose
may be reflected in an inventory if uzed
to determine profits. The total lozs b
frost, storm, flood, or fire of o prospec-
tive crop Is not a deductible loss in. com-
puting nef income. A farmer enmaged
in raising and selling stock, such os
cattle, sheep, horses, ete., s nob entitled
to claim as a loss the value of animals
that perish from among thoze animals
that were raised on the farm, except os
such loss is reflected in an inventory if
used. If live stock has been purchased
after February 28, 1913, for any pur-
pose, and afterwards dies from disease,
exposure, or injury, or is killed by order
of the authorities of o State or the
United States, the actual purchase price
of such live stock, less any depreciation
allowable as & deduction in respech of

such perished live stock, may be de-|this
ducted as a loss if the loss is not com- | (&)

pensated for by insurance or otherwise.
The actual cost of other property (with
proper adiustment for depreciation)
which is destroyed by order of the au-
thoritles of g State or of the United
States, may in like manner be claimed as
a loss, If reimbursement is moade by o
State or the United States in whole or
in part on account of stock killed or
other property destroyed in respect of
which a loss was claimed for o prior
year, the amount received shall he re-
ported as income for the year in which
reimbursement is made. The cost of
any feed, pasture, or care which has
been deducted as an expence of opeor-
atlon shall not be included o5 part of
the cost of the stock for the purpose of
ascertaining the amount of & deductible
loss. If gross income is ascertained by
inventories, no deducHon can be mode
for live stock or preducts lost during the
year, whether purchased for recale or
produced on the farm, as such losoes will
be refiected in the inventory by reduc-
ing the amount of live stock or products
on hand at the close of the year. If an
individual owns and operates o farm, in
addition to being engared in onother
trade, business, or calling, and sustains
& loss from such operation of the farm,
then the amount of loss sustained may
be deducted from gross Income received
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from oll sources, providsd the farm s
not opzrated for recreation or plezsure.

As tg losses cla.med as deductions for
estate ta purposss, see articlz 23 (e)-~1.
Sze also article:s 22 (a)-7, 23 ¢3)-11,

ond 23 (H-10.

[S=¢. 23. Decductions from grocs income.}

[In computing nct incoms there cheoll b2
clowod o5 deduttions: )]

';’: r‘ — {x ] ™
ot D cormomtion, T caiama dusinz tha
taznble yoar and not compantated for by in~
curanc? or otherwico,

Arnr., 23 )-1. Losces by corporg-
tions—XL:0z325 sustained by domestic cor-
porations durine the tawable year and
not compzpsated for by insurance or
otherwize are deductible in so far as not
prohibited or limifed by scctions 23 (o),
23 (), 24 (), 112, 117, 118, and 251.
The provisions of articles 23 (e)-i, 23

v (e)-2, 23 (e)-3, 23 (e)-4, 23 (e)-5, and

23 (-1 are in general applicable to
corporations as well as individuals. Sze
section 232 as to deductions by foreisn
corporations,

[S=e. 23, Deductions from gross income.}

In computing net fncom? there choll ba

nn[c'"cn a3 deductions:]

(9) Capital lozces~(1) Limitation —Iazes
from s or euchanses of cepital geosats
chall ha allowed only to the extent providzd
in coetion 117.
secﬁ'zig {: iﬁ&ﬁﬁn‘g = Ie;h—‘xé)

s (o3 - Poregrs]
ccetion) bocome worthless m'!n"
the taxable year and are copifal azmets, the
1025 recudting thorcfrom chall, for the pox-
poes of this title, ke conzdared as o loss
from the cole o> ¢zchange, on the lost day
of cuch taxoble yoor, of eapitnl accats,
(3) Definition of cccurities—As uzed in
cubsretion the torm “ceonriti~s” meons
) chares of ctocsk in o cosparation, and
gﬁ){gﬁb to cubcerike for or to receive such

Anr, 23 (0)-1. Capitel losses—Section
23 (o) provides in effect that deductions
allowed to individuals under section 23
(e) and to corporations under section 23
() for lozzes sustained on the sale or
exchance of a2 capiftal asset shall be
Hmited in amount to the extent provided
in secHion 117. ILoz:es sustained by vir-
tue of sscuritics becoming worthless dur-
inr the tazable year are, under szction
23 (), made subject fo the Hmitations
provided in gection 117 wifh respzet fo
sales or exchanges. For purposss of com-
putine the net income of any tazpeyer,
such lozs2s are to b2 conszidered as bzing
sustained from the sale or exchange of
the sceuritics on the last day of the tox-
able year, frirespzetive of vwhen during
the tazable year such szeurities actunlly
beeome worthless,

As uizd In szetion 23 (2) and this
orticle the term “czenrifies” msans
shores of stock in a domestic or forsizn
corporation and richts to subseribe for
or to rceelve such shares, which shares
or richts are capital assats within the
meaning of szetion 117 (a).

Tae applcation of section 23 (g) may
be llustrated as follows:

Lzample: A, on individual, who is not
o dealer in corporate stocks or sfock
richts ond whoze tazable year is ths



644

calendar year, purchased 120 shares of
stock in the X Corporation on February
1, 1937, for which he paid $3,000. In
June, 1938, the stock became worthless.
A is entitled to a deduction of $2,000 in
computing his net income for 1938. The
deduction is computed as follows:

Purchase price - $3, 000
Amount realized None
Actual loss. $3,000

Period stock considered to have been
held (February 1, 1937, to Decem-
ber 31, 1938) e 23 months
Percentage of loss taken into account
under section 117 (D) cecuea- 6624 percent
Long-term capital loss (66245 per-
cent of $3,000) (section 117 (a)
(6)) .- $2,000

[Sec. 23. Deductions from gross income.]
{In computing net income there shall be
allowed as deductions:]

(h) Wagering losses—Losses from wager-
ing transactions shall be allowed only to
the extent of the gains from. such transac-
tions,

(i) Basis for determining loss—The basis
for determining the amount of deduction
for losses sustained, to be allowed under sub-
section (e) or (f), and for bad debts, to be
allowed under subsection (k), shall be the
adjusted basis provided in section ‘113 (b)
for determining the loss from the sale or
other disposition of property.

Arr. 23 ()-1. Basis for determining
loss~—The basis for determining the
amount of the deduction for losses al-
Jowed to individuals under section 23
(e) and to corporations under section 23
(f), or of the amount of the deduction
for bad debts allowed to both individ-
uals and corporations under section 23
k), is the same as is provided in sec-
tion 113 for determining the loss from
the sale or other disposition of property.
Proper adjustment must be made in each
case for any expenditure, receipt, loss, or
other item properly chargeable to capital
account, and for depreciation, obsoles-
cence, amortization, or depletion. (See
section 113 (b) and articles 113 (b)-1
to 113 (b)-3).

[Sec. 23. Deductions from gross income.]
[In computing net income there shall be
allowed as deductions:]

(f) Loss on wash sales of stock or secur-
ities—For disallowance of loss deduction in
the case of sales of stock or securities where
within thirty days before or after the date
of the sale the taxpayer has acquired sub-
stantially identical property, see section 118.

(k) Bad debts—(1) General rule—Debts
ascertained to be worthless and charged off
within the taxable year (or, in the discretion
of the Commissioner, a reasonable addition
to a reserve for bad debts); and when satis-
fied that a debt is recoverable only in part,
the Commissioner may allow such debt, in
an amount not in excess of the part charged
off within the taxable year, as a deduction.
This paragraph shall not apply in the case
of a taxpayer, other than a bank, as defined
in section 104, with respect to a debt evi-
denced by a security as defined in paragraph
(3) of this subsection.

(2) Securities becoming worthless—If any
securities (as defined in paragraph (3) of
this subsection) are ascertained to be worth-~
less and charged off within the taxable year
and are capital assets, the loss resulting
therefrom shall, in the case of a taxpayer
other than a bank, as defined in section 104,
for the purposes of this title, be considered
as a loss from the sale or exchange, on the
lasttday of such taxable year, of capital
assets.

(38) Definition of securifies——As used in
this subsection the term “securities” means
bonds, debentures, notes, or certificates, or
other evidences of indebtedness, issued by
any corporation (including those issued by &
government or political subdivision thereof),
with interest coupons or in registered form.

Art. 23 (K)-1. Bad debis—(a) Bad
debts may be treated in either of two
ways—

(1) By & ‘deduction from income in
respect of debts ascertained to be worth-
less in whole or in part, or

(2) By a deduction from income of an
addition to a reserve for bad debts.

Taxpayers were given an opfion for
1921 to select either of the methods men-
tioned for treating such debts. (See
article 151, Regulations 62.) The meth-
od used in the return for 1921 must be
used in returns for subsequent years and
in returns under the Revenue Act of
1938 unless permission is granted by the
Commissioner to change to the other
method. A taxpayer filing g first retwn
of income mey select either of the two
methods subject to approval by the Com~
missioner upon examination of the re-
turn. If the method selected is approved,
it must be followed in returns for subse-
quent’ years, except as permission may be
granted by the Commissioner to change
to another method. Application for per-
mission to change the method of treating
bad debts shall be made at least 30 days
prior to the close of the taxable year for
which the change is to be effective. (See
also article 23 (k)-5.)

() If all the surrounding and attend-
ing circumstances indicate that a debt
is worthless, either wholly or in part,
the amount which is worthless and
charged off or written down to a nomi-
nal amount on the books of the taxpayer
shall be allowed as a deduction in com-
puting net income. There should ac-
company the return a statement showing
the propriety of any deduction claimed
for bad debts. No deduction shall be al-
lowed for the part of a debt ascertained
to be worthless and charged off prior to
January 1, 1921, unless and until the debt
is ascertained to be totally worthless and
is finally charged off or is written down to
& nominal amount, or the loss is deter-
mined in some other manner by a closed
and completed transaction. Before a
taxpayer may charge off and deduct a
debt in part, he must ascertain and be
able to demonstrate, with a reasonable
degree of certainty, the amount thereof
which is uncollectible. Any amount sub-
sequently received on account of a bad
debt or on account of a part of such debt
previously charged off and allowed as a
deduction for income tax purposes, must
be included in gross income for the tax-
able year in which received. In deter-
mining whether a debt is worthless in
whole or in part the Commissioner will
consider all pertinent evidence, includ-
ing the value of the collateral, if any, se-
curing the debt and the financial condi-
tion of the debtor. Partial deductions
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will be allowed with respect to specific
debts only.

Where the surrounding circumstances
indicate that & debt 1s worthless and un-
collectible and that legal action to en-
force payment would in all probability
not result in the satisfaction of execution
on a judgment, a showing of these facts
will be sufficient evidence of the worth-
lessness of the debt for the purpose of
deduction. Bankruptcy is generally an
indication of the worthlessness of at
least a part of an unsecured and unpre«
ferred debt. Actual determination of
worthlessness in bankruptcy cases 18
sometimes possible before and at other
times only when a settlement in bank-
ruptcy shall have been had. Where a
taxpayer ascertained a debt to be worth~
less and charged it off in one year, the
mere fact that bankrupicy proceedings
instituted against the debtor are termi-
nated in g later year, confirming the con-
clusion that the debt is worthless, will not
authorize shifting the deductions to such
later year. If & taxpayer computes his
income upon the basis of valuing his
notes or accounts receivable at theit fair
market value when received, which may
be less than their face value, the amount;
deductible for bad debts in any case i
limited to such original valuation.

(¢) Where banks or other corporations
which are subject to supervision by Fed-
eral authorities (or by State authoritics
maintaining substantially equivalent
standards) in obedience to the specific
orders of such supervisory officers charge
off debts in whole or in part, such debts
shall be conclusively presumed, for in-
come tax purposes, to be worthless or re-
coverable only in part, as the case may
be, but in order that any amount of the
charge-off may be allowed as a deduction
for any taxable year it must be shown
that the charge-off took place within stich
taxable year.

(d> The provisions of subdivisions (¢)
and (b) of this article apply to all tax-~
payers, except that in the case of tax«
payers other than banks ag defined in
section 104, the term “debts” as used in
such subdivisions means obligations to
pay fixed or determinable sums of money
which are not evidenced by securities as
defined in article 23 (k)-4.

Art. 23 (k)-2. Ezamples of bad
debts—Worthless debts arising from
unpaid wages, salaries, rents, and stmilar
items of taxable income will not be al«
lowed as a deduction unless the income
such items represent has been included
in the return of income for the year for
which the deduction as a bad debt s
sought to be made or for a previous year,
Only the difference between the amount
received in distribution of the assets of
& bankrupt and the amount of the claim
may be deducted as a bad debt. The
difference between the amount received
by a creditor of a decedent in distribu-
tion of the assets of the decedent’s estate
and the amount of his claim may be
considered a worthless debt. A pur~
chaser of accounts receivable which can
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not be collected and are consequently
charged off the books as bad debts is
entitled to deduct them, the amount of
deduction to be based upon the price he
paid for them and not upon their face
value.

Art. 23 (K)-3. Uncollectible deficiency
upon sale of mortgaged or pledged prop-
erty—If mortgaged or pledged property
is lawfully sold (whether to the creditor
or another purchaser) for less than the
amount of the debt, and the mortgagee
or pledgee ascertains that the portion of
the indebtedness remaining unsatisfied
after such sale is wholly or partially un-
collectible, and charges it off, he may-
deduct such amount (to the extent that
it constitutes capital or represents an
item the income from, which has been
returned by him) as a bad debt for the
taxable year in which it is ascertained to
be wholly or partially worthless and
charged off. In addition, if the creditor
buys in the mortgaged or pledged prop-
erty, loss or gain is realized measured
by the difference between the amount of
those obligations of the debtor which are
applied to the purchase or bid price of
the property (to the extent that such
obligations constitute capital or repre-
sent an item the income from which has
been returned by him) and the fair
market value of the property. The fair
market value of the property shall be
presumed to be the amount for which
it is bid in by the taxpayer in the ab-
sence of clear and convincing proof to
‘the contrary. If the creditor subse-
quently sells the property so acquired,
the basis for determining gain or loss is
the fair market value of the property at.
the date of acquisition.

Accrued interest may be included as
part of the deduction only if it has pre-
viously been returned as income.

ArT. 23 (B)—4. Worthless bonds and
stmilar obligations—Except only in the
case of a bank, as defined in section 104,
no deduction is allowable under para-
graph (1) of section 23 (k) to any tax-
payer with respect to a debt (evidenced
by a security) which has become worth-
“Iess in whole or in part. If a security is
ascertained to be worthless and is
charged off during the taxable year, a
deduction for the loss resulting there-
from is allowable under paragraph (2)
of section 23 (k). Such a loss, however,
is made subject to the limitations pro-
vided in section 117 with respect to sales
or exchanges. For the purposes of com-
puting the net income of any taxpayer,
other than a bank as defined in section
104, such a loss is to be considered as
being sustained from the sale or ex-
change of the security on the last day of
the taxable year, irrespective of when
during the taxable year such security
was ascertained to be worthless and
charged off as required. No deduction
is allowahle under paragraph (2) of sec-
tion 23 (k) with respect to a2 debt evi-
denced by a security which is recover-
able in part.

As used in section 23 (k) and this arti-
cle the term “security” means a bond,
debenture, note, or certificate, or other
evidence of indebtedness to pay a fixed
or determinable sum of money, which
(1) is a capital asset as defined in sec-
tion 117 and (2) has been issued at any
time by a domestic or foreirn corpora-
tion (including that issued by any gov-
ernment or political subdivision thereof),
either in registered form or accompanied
by interest coupons.

A bond issued by an individual, if as-
certained to be worthless, may be treated
as a bad debt. A bond of an incolvent
corporation secured only by a mortzone
from which on foreclosure nothing is
realized for the bondholders is resarded
as ascertained to be worthless not later
than the year of the foreclosure sale, and
no deduction for o had debt is allov;able
in computing a bondholder’s income for
a subsequent year.

A taxpayer (other than a dealer in
bonds or other similar obligations) pos-
sessing debts evidenced by bonds or other
similar obligations cannot deduct from
gross income any amount merely on ac-
count of market fluctuation. If a tas-
payer ascertains, however, that due, for
instance, to the financial condition of the
debtor, or conditions other than market
fluctuation, he will recover upon ma-
turity none or only a part of the debt
evidenced by the bonds or other similar
oblirations (which bonds or other obli-
gations are not securities as defined in
this article) and so demonstrates to the
satisfaction of the Commissioner, he
may deduct in computing net income
the uncollectible part of the debt evi-
denced by the bonds or other similar
obligations. A bank as defined in sec-
tion 104 may deduct such uncollectible
part of the debt even thoush the evi-
dence of the debt is a security as defined
in this article.

The applicction of section 23 () to
deductions for worthless bonds and slm-
ilar obligations which are securlties may
be illustrated by the following examples:

Ezample (1) : On February 1, 19317, A,
an individual, who is not a dealer in
corporate bonds, purchased bonds of the
X Corporation bearing interest coupons
payable semiannually, for which he paid
$3,000. During the calendar year 1938
(his taxable year) the bonds bscome
worthless and he made & propcr charge-
off during that year. A is entltled to o
deduction of $2,000 in computing his net
income for 1938. The computztion of
the amount of the deduction is the same
as the computation in the example under
article 23 (g)-1.

Ezample (2): If the facts in example
(1) are the same except that because of
the financial condition of the X Cor-
poration the debt evidenced by its bonds
became recoverable only in part no de-
duction is allowable to A under elther
paragraph (1) or (2) of cecton 23 (k)
with respect to the uncollectable part of

such debt.
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Anrt, 23 (B)-5. Reszrre for bad debfs—
Taxpayaxs who have established the re-
cerve method of treating bad debts and
maintained proper reserve accounts for
bad debis, or who, in accordance with
article 23 (kK)-1 adopt the reserve
methed of treating bad debts, may de-
duct from gross income a reasonzble
addition to a ressrve for bad debis in
lieut of a deduction for specific bad debt
items.

What constitutes a reasonable addi-
tion to a rezerve for bad debts must be
determined in the licht of the facts, and
will vary as between classes of businzss
and with conditions of business prosper-
ity. It will depend primarily upon the
total amount of dzbts outstanding as of
the cloze of the taxable year, thosz aris-
ing currently as well as those arizing in
prior taxable years, and the total amount
of the existing rezerve. In case subse-
quent realizations upon outstanding
debts prove to be more or less than esti-
mated at the time of the creation of the
existing reserve, the amount of the ex-
cess or inadequacy in the existing re-
serve should be reflected in the dster-
mination of the reasonable addition nec-
esary in the tazable year. A taxzpayer
using the reserve methad should make a
statement in his return showing the vol-
ume of his charre sales (or other busi-
ness transactions) for the year and the
parcentage of the reserve to such
amount, the total amount of notes and
accounts receivable af the bezinning and
cloze of the taxable year, and the
amount of the debis which have besn
ascertained to be wholly or partially
worthlezs ond charped against the2 re-
cerve account during the taxable year.

[Srce. 23. Deductions from gross income.]

fIn computing nct incoma2 there chall be
ellowed as deductions:]

(1) Dcprecistion—A rexconable allowance
for the esbonction, wear and tear of prop-
criy uscd in the trade or businzs, Including
o roaconnble allovwanes for cbzolezzence. Im
the cace of proporty held by on2 parson for
ife with remainder to ancther parson, the
deduction chall ke commuted o5 if the Iife
tcpant vere the absolute owner of the prop-
crty and chall b allowed to the life tenant.
In the cacz of proporty heold In frust thz
allowable dedustion chall be apportioned te-
tweon the fncome teneficiarizs and the
tructee In occordance with the partinent
proviclons of tho instrument creating the
truzt, or, in the aboonce of suchk proviclons,
on the bacis of the trust incom= allccable
to coch.

Ant. 23 (-1, Deprecigtion—A rez-
conable allowance for the exhaustion,
wear and tear, and obsolescence of prop-
erty used in the trade or businezss may
be deducted from gross ineome. For con-
venlence such an allowance will usually
bz referred to as depreciation, excluding
from the term any idea of a mere reduc-
tHon in marxet value not resulting from
exhaustion, wear and tear, or obsolzs-
cence. The proper allowance for such
depreciation of any property used in the
trade or buslness is that amount which
should be set aslde for the taxable year
in accordance with a reasonable consizt-
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ent plan (not necessarily at a uniform
rate), whereby the aggregate of the
amounts so set aside, plus the salvage
value, will, at the end of the useful life
of the property in the business, equal the
cost or other basis of the property deter-
mined in accordance with section 113.
Due regard must also be given to expend-
itures for current upkeep. In the case
of property held by one person for life
with remainder to another person, the
deduction for depreciation shall be com-
puted as if the life tenant were the abso-
lute owner of the property so that he will
be entitled to the deduction during his
life, and thereafter the deduction, if any,
will be allowed to the remainderman. In
the case of property held in trust, the
allowable deduction is to be apportioned
between the income beneficiaries and the
trustee in accordance with the pertinent
provisions of the will, deed, or other in-
strument creating the trust, or, in the
absence of such provisions, on the basis
of the trust income which is allocable to
the trustee and the beneficiaries, respec-
tively. For example, if the trust instru-
ment provides that the income of the
trust computed without regard to depre-
ciation shall be distributed to a named
bheneficiary, stich beneficiary will be en-
titled to the depreciation allowance to
the exclusion of the trustee, while if the
instrument provides that the trustee in
determining the distributable income
shall first make due allowance for keep-
ing the trust corpus intact by retaining
a reasonable amount of the current in-
come for that purpose, the allowable de-
duction will be granted in full to the
trustee,

ARrT, 23 (1)-2. Depreciable property.—
'The necessity for a depreciation allow-
ance arises from the fact that certain
property used in the business gradually
approaches a point where its usefulness
is exhausted: The allowance should be
confined to property of this nature. In
the case of tangible property, it applies
to that which is subject to wear and tear,
to decay or decline from natural causes,
to exhaustion, and to obsolescence due
to the normal progress of the art, as
where machinery or other property must
be replaced by a new invention, or due
to the inadequacy of the property to the
growing needs of the business. It does
not apply to inventories or to stock in
trade, or to land apart from the improve-
ments or physical development added to
it. It does not apply to bodies of min-
erals which through the process of re-
moval suffer depletion, other provisions
for this being made in the Act. (See sec-
tions 23 (m) and 114.) Property kept in
repair may, nevertheless, be the subject
of a depreciation allowance. (See article
23 (a)—4.) The deduction of an allow-
ance for depreciation is limited to prop-
erty used in the taxpayer’s trade or busi-
ness. No such allowance may be made in
respect of automobiles or other vehicles
used solely for pleasure, & building used
by the tazpayer solely as his residence,

or in respect of furniture or furnishings
therein, personal effects, or clothing; but
properties and costumes used exclusively
in a business, such as a theatrical busi-
ness, may be the subject of a deprecia-
tion allowance.

ArT. 23 (1)-3. Depreciation of intan-
gible property—Intangibles, the use of
which in the trade or business is defi-
nitely limited in duration, may be the
subject of a depreciation allowance. Ex-
amples are patents and copyrights, li-
censes, and franchises. Intangibles, the
use of which in the business or trade
is not so limited, will not usually be a
proper subject of such an allowance. If,
however, an intangible asset acquired
through capital outlay is known from
experience to be of value in the business
for only a limited period, the length of
which can be estimated from experience
with reasonable certainty, such intangi-
ble asset may be the subject of a depre-
ciation allowance, provided the facts are
fully shown in the return or prior thereto
to the satisfaction of the Commissioner.
No deduction for depreciation, including
obsolescence, is allowable in respect of
good will.

Art, 23 (1)—4. Capital sum recoverable
through depreciation allowances.—The
capital sum to be replaced by deprecia-
tion allowances is the cost or other basis
of the property in respect of which the
allowance ismade. (See sections 113 (a)
and 114.) To this amount should be
added from time to time the cost of im-
provements, additions, and betterments,
and from it should be deducted from
time to time the amount of any definite
Joss or damage sustained by the property
through casualty, as distinguished from
the gradual exhaustion of its utfility
which is the basis of the depreciation
allowance. (See section 113 (b).) In
the case of the acquisition on or after
March 1, 1913, of 2 combination of de-
preciable and -nondepreciable property
for a lump price, as, for example, build-
ings and land, the capital sum to bhe
replaced is limited to an amount which
bears the ‘same proportion to the lump
price as the value of the depreciable
property at the time of acquisition bears
to the value of the entire property at
that time. If the lessee of real property
erects buildings, or makes permanent
improvements which become part of the
realty and income has been returned by
the lessor as a result thereof, as provided
in paragraphs (b) and (¢) of article 22
(a)-13, the capital sum to be replaced
by depreciation allowances is held to be
the same as though no such buildings
had been erected or such improvements
made. In the case of property which
has been the subject of deductions for
amortization under sections 214 (a) (9)
and 234 (a) (8) of the Revenue Acts of
1918 and 1921, depreciation deductions
will be computed after the close of the
“amortization period upon the cost or
other basis of such property after the

amortization allowance has been de-
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ducted. No depreciation deduction will
be allowed in the case of property which
has been amortized to its scrap value
and is no longer in use.

ArT. 23 ()-5. Method of computing
depreciation allowunce.~The capital sum
to be recovered shall be charged off over
the useful life of the property, either in
equal annual installments or in accords- -
ance with any other recognized trade
practice, such as an apportionment of
the capital sum over units of production.
Whatever plan or method of apportion-
ment is adopted must be reasonable and
must have due regard to operating con-
ditions during the taxable period. The
reasonableness of any claim for depre-
ciation shall be determined upon the
conditions known to exist at the end of
the period for which the return is made,
If the cost or other basis of the property
has been recovered through depreciation
or other allowances no further deduction
for depreciation shall be allowed. The
deduction for depreciation in respect of
any depreciable property for any taxable
year shall be limited to such ratable
amount as may reasonably be congldered
necessary to recover during the remain-
ing useful life of the property the unre-
covered cost or other basis. The burden
of proof will rest upon the taxpayer to
sustain the deduction claimed. There~
fore, taxpayers must furnish full and
complete information with respect to tho
cost or other basis of the assets in re«
spect of which depteciation is claimed,
their age, condition, and remaining use~
ful life, the portion of their cost or other
basis which has been recovered through
depreciation allowances for prior tax-
able years, and such other information
as the Commissioner may require in sub=
stantiation of the deduction claimed.

A taxpayer is not permitted under tho
law to take advantage in later years of
his prior failure to take any depreciation
allowance or of his action in {aking an
allowance plainly inadequate under the
known facts in prior years. This para-
graph may be illustrated by the follow-
ing example:

Ezxample: An asset was purchased Jan-
uary 1, 1933, at a cost of $10,000, Tho
useful life of the asset is 10 years, It
has no salvage value. Depreciation was
deducted and allowed for 1933 to 1937 as
follows:

1933 $1, 000. 00
1934
1935 2, 000,00
1936. 2,000.00
1937

Total amount 8lowWed..cvuua 6, 000,00

The correct amended reserve as of
December 31, 1937, is computed as

follows:

December 31:
1933 81, 000. 00
1934 1, 000,00
1935 2, 000.00
19386 2,000.00
19317. 666, 67

———etnd

Reserve Decemaber 31, 1037... 6, 666,67
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Depreciation for 1938 and subsequent
taxable years is $656.67 computed as
follows:

Cost. $10, 000.00
Reserve as of December 31, 1937_.. 6, 666. 67
Unrecovered cost_—______ - 3,333.33

Depreciation allowable for 1938
and each subsequent taxable
year (624 per cent of $10,000) .- 6€6. 67

ART. 23 (1)-6. Obsolescence~—~With re-
spect to physical property the whole or
any portion of which is clearly shown by
the taxpayer as being affected by eco-
nomic conditions that will result in its be-
ing abandoned at a future date prior
to the end of its normal useful life, so
that depreciation deductions alone are
insufficient to return the cost or other
basis at the end of its economic term of
usefulness, a reasonable deduction for
obsolescence, in addition to depreciation,
may be allowed in accordance with the
faets obtaining with respect to each item
of property concerning which & claim for
obsolescence is made. No deduction for
obsolescence will be permitted merely be-
cause, in the opinion of a taxpayer, the
property may become obsolete at some
later date. ‘This allowance will be con-
fined to such portion of the property on
which obsolescence is definitely shown
to be sustained and cannot be held ap-
plicable to an entire property unless all
portions thereof are affected by the con-
ditions to which obsolescence is found to
be due.

Art. 23 (1)-1. Depreciation of patent or
copyright.—In computing a depreciation
allowance in the case of a patent or copy-
right, the capital sum to be replaced is
the cost or other basis of the patent or
copyright. The allowance should be com-
puted by an apportionment of the cost or
other basis of the patent or copyright
ovér the life of the patent or copyright
since its grant, or since its acquisition
by the taxpayer, or in the case of a
copyright, since March 1, 1913, as the
case may be. If the patent or copyright
was acquired from the Government, its
cost consists of the various Government
fees, cost of drawings, experimental mod-
els, attorneys’ fees, development or ex-
perimental expenses, etc., actually paid.
Depreciation of a copyright can be taken
on the basis of the fair market value as
of March 1, 1913, only when affirmative
and satisfactory evidence of such value is
offered. Such evidence should whenever
practicable be submitted with the return.
If the patent becomes obsolete prior to its
expiration, such proportion of the amount
on which its depreciation may be based
as the number of years of ifs remaining
life bears to the whole number of years
intervening between the basic date and
the date when it legally expires may bhe
deducted, if permission so to do is specifi-
cally secured from the Commissioner.
Owing to the difficulty of allocating to a
particular year the obsolescence of a pat-
ent, such permission will be granted only
if affirmative and satisfactory evidence
that the patent became obsolete in the

year for which the return is made is sub-
mitted to the Commissioner. The fact
that depreciation has not been taken in
prior years does not entitle the taxpayer
to deduct in any taxable year a greater
amount for depreciation than would
otherwise be allovrable.

ART. 23 (1)-8. Depreciation of drawings
and models~—If a taxpayer has incurred
expenditures in his business for designs,
drawings, patterns, models, or work of
an experimental nature calculated to
result in improvement of his facilities
or his product, and if the period of uze-
fulness of any such asset may be esti-
mated from experience with reasonable
accuracy, it may be the subject of de-
preciation allowances spread over such
estimated period of usefulness. The
facts must be fully shown in the return
or prior thereto to the satisfaction of
the Commissioner. Except for such de-
preciation allowances no deduction shall
be made by the taxpayer against any
sum so set up as an asset except on the
sale or other disposition of such asset at
a loss or on proof of a total loss thereof.

Art. 23 (1)-9. Records of depreciable
property—In order that the verification
of depreciation allowances claimed by
the taxpayer may be facilitated, depre-
ciation shall be recorded on the taxpay-
er's books, the amount measurins a rea-
sonable allowance for depreciation either
being deducted directly from the book
value of the assets or preferably being
credited to a depreciation reserve ac-
count, which should be reflected in the
annual balance sheet. For the same
reason the allowances shall be computed
and recorded with express reference to
specific items, units, or groups of prop-
erty, each item or unit being considered
separately or specifically included in a
group with others to which the same
factors apply. Also, the taxpayer's books
shall show the basis of the depreciable
property and any adjustments thereto,
and, in cases where the basis of the
property is other than cost, or value on
March 1, 1913, or value at date of ac-
quisition (as, for example, if the prop-
erty was acquired by gift or transfer in
trust after December 31, 1920), or
through a reorganization or a tax-free
exchange (see particularly section 113
(a)), the books shall show the data used
in ascertaining such basis and the ad-
justments thereto. If o taxpayer does
not desire to have his regular books of
account show all of the factors entering
into the computation of depreciation
allowances, such factors shall be re-
corded in permanent auxiliary records
which shall be kept with and reconciled
with the regular books of account.

Arrt, 23 (1)-10. Depreciation in the case |.

of farmers.—A reasonable allowance for
depreciation may be claimed on farm
buildings (other than a dwelling occu-
pied by the owner), farm machinery, and
other physical property. A reaconable
allowance for depreciztion may also be
claimed on live stock acquired for work,
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brecding, or dairy purposzs, unless they
are included in an inventory ussd to de-
termine profits in accordance with article
22 (2)-1. Such depreciation should be
baced on the cosb or other basis and the
estimated life of the live stock. If such
live stock be includzd in an inventory no
depreciation thereof will be allowed, as
the correspondinzg reduction in thsir
value will bz reflected in the inventory.
(See )also articles 23 (a)-11 and 23
(e)-5.

[Sze. 23. Deductiona from gross income.}
[In computing nct income there shall ke
allowed as deductions:]

(m) Dcpletion—In the coce of minss, ofl
and pas wells, other natural doposits, and
timbcr, a reaconable ellowance for deplztion
and for depreciation of improvements, ac-
cording to the peculliar conditions in each
caco; such reaconable allowance in all easzs
to be made under rules and rezulations to
be preceribed by the Commlssioner, with thz
approval of the Sceretary. In any casz in
whica it i3 accortalned as o result of opar-
ations or of develcpment vork that the re-
coverable units are greater or lezs than the
prigr cstimate thereof, then such prior esti-
mate (but not the basls for depletion) shall
bz reviced and the allowanca under this
subceetion for sublequent tazable years shali
be baccd upon such revized estimate. In thz
cara of leaces the deductions shall b2 equi-
tably apportioned hoetsreen the lessor and
lezcee. In the case of property hzld by onz
parcon for Ufe with remainder to ansthzr
parcon, the deduction chall ke computed a5
if the Ufe tenant vwere the sbsalute owner of
the property and shall b2 allowed to the life
tenant. In the cace of property held in trust
the allgwable dzduction chall be apportionaed
hotween the income beneficlaries and the
trustce in accordance with the poertinent
provizions of the instrument creating the
trust, or, in the abzence of such provisions,
on the basls of the trust income allocable
to cach. (For porcentage depletion allowr-
able under this subzeetion, sze section 114
(b), (3) and (4).)

(1) Basts for depreciation and deplztion—
Tae bacis upon wiaich dzpletion, exhzustion,
wear and tear, and obsoleccence are to b2
alloviod in recpeet of any proparty shall b2
as provided in coction 114,

Ant. 23 (m)-1. Depletion of mines, oil
and gas wells, other natural deposits,
and timber; depreciation of improrz-
ments—Section 23 (m) provides that
there shall be allowed as a deduction in
computing nef income in the case of
mines, oil and gas wells, other natural
deposits, and timber, a reasonable allow-
ance for depletion and for depreciation
of improvements. Szction 114 preseribzs
the bases upon which depreciation and
depletion are to be allowed.

Under these provisions of the Act the
owner of an interest in mineral deposits,
mineral properties, or timber, whether
freehold or leaschold, is allowed annual
depletion and depreciation deductions
which, in the agsregate, will refurn to
him the cost or other basis of such prop-
erty as provided in section 113, plus, in
either cose, subzequent allowable capifal
additlons (see artlcles 23 (m)-15 and
23 (m)-16) with the following exceptions
and qualifications:

(1) In the case of coal mines, metal
mines, sulphur mines or deposits, and
oll and gas wells the ageregate annunal
allowable deductions may, because of.l
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percentage depletion, ultimately exceed
the cost or other basis;

(2) In the case of coal mines, metal
mines, and sulphur mines or deposits
the aggregate annual allowable deduc-
tions may never be as great as the cost
or other basis, if an election of the
percentage depletion method is made in
his first return under Title I of the Act;
and

(3) In the case of mines other than
metal, coal, or sulphur mines the ag-
gregate annual allowable deductions may
exceed the cost or other basis because
of the discovery provision.

Operating owners, lessors, and lessees,
whether corporations or individuals, are
entitled to deduct an allowance for de-
pletion and depreciation, but a share-
holder in a mining or oil or gas cor-
poration is not allowed such deductions
with respect to the property of the cor-
poration. But see article 115-6.

The principles governing the appor-
tionment of depreciation in the case of
property held by one person for life with
remainder to another person and in the
case of property held in frust are also
applicable to depletion. (See article 23
n-1.)

When used in these articles (23 (m)-1
to 23 (m)-28) covering depletion and
depreciation—

(a) The “fair market value” of a
property is that amount which would
induce a, willing seller to sell and a will-
ing buyer to purchase.

(b) A “mineral property” is the min-
eral deposit, the development and plant
necessary for its extraction, and so much.
of the surface of the land only as is
necessary for purposes of mineral ex-
traction. The value of a mineral prop-
erty is the combined value of its com-
ponent parts.

(c¢) A “mineral deposit” refers to min-
erals only, such as the ores only in the
case of a mine, to the oil only in the
case of an oil well, and to the gas only
in the case of a gas well, and to the
oil and gas in the case of a well pro-
ducing both oil and gas. 'The cost of
o, mineral deposit is that proportion of
the total cost of the mineral property
which the value of the deposit bears to
the value of the property at the time
of its purchase. .

(d) “Minerals” includes ores of the
metals, coal, oil, gas, and such nonmetal-
lic substances as abrasives, asbestos, as-
phaltum, barytes, borax, building stone,
cement, rock, clay, crushed stone, feld-
spar, fluorspar, fuller’s earth, graphite,
gravel, gypsum, limestone, magnesite,
marl, mica, mineral pigments, peat, pot-
ash, precious stones, refractories, rock
phosphate, salt, sand, silica, slate, soap-
stone, soda, sulphur, and talc.

(e) “Operating profits” is the net
amount received from the sale of min-
erals before depletion and depreciation
are deducted. It is distinct from net
income, as defined in section 21, and
from the net income from the property

as defined in paragraph () of this
article.

() The term “mine” does not include
oil and gas wells.

(g) “Gross income from the property”
as used in section 114 (b) (3) and (4)
and articles 23 (m)-1 to 23 (m)-28, in-
clusive, means the amount for which
the taxpayer sells (a) the crude mjneral
product of the property or (b) the prod-
uct derived therefrom, not to exceed in
the case of (@) the representative mar-
ket or field price (as of the date of sale)
of crude mineral product of like kind
and grade before transportation from
the immediate vicinity of the mine or
well, or in the case of (b) the represen-
tative market or field price (as of the
date of sale) of & product of the kind
and grade from which the product sold
was derived, before the application of
any processes (to which the crude min-
eral product may have been subjected
after emerging from the mine or well)
with the exception of those listed below,
and before transportation from the place
where the last of the processes listed
below was applied. If there is no such
representative market or field price (as
of the date of sale), then there shall be
used in lieu thereof the representative
market or field price of the first mar-

1 ketable product resulting from any

process or processes minus the costs (in-
cluding transportation costs) of the
processes not listed below. The proc-
esses excepted are as follows:

(1) In the case of coal—cleaning,
breaking, sizing, and loading at the mine
for shipment;

(2) In.the case of sulphur—pumping
to vats, cooling, breaking, and loading
at the mine for shipment;

(3) In the case of iron ore and ores
which are customarily sold in the form
of the crude mineral product—sorting or
concentrating to bring to shipping grade,
and loading at the mine for shipment;
and

(4) In the case of lead, zinc, copper,
gold, or silver ores and ores which are
not customarily sold in the form of the
crude mineral preduct—crushing, con-
centrating (by gravity or flotation), and
other processes to the extent to which
they do not beneficiate the product in
greater degree (in relation to the crude
mineral product on the one hand and
the refined product on the other) than
crushing and concentrating (by gravity
or flotation).

In the case of oil and gas, if the crude
mineral product is not sold on the prop-
erty but is manufactured or converted
into a refined product or is transported
from the property prior fo the sale, then
the “gross income from the property”
shall be assumed to be equivalent to the
market or field price of the oil or gas
before conversion or transportation.

In all cases there shall be excluded in
determining the “gross income from the
property” an amount equal to any rents
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or royalties which were paid or incurred
by the taxpayer in respect of the prop-
erty and are not otherwise excluded from
the “gross income from the property.”
If royalties in the form of bonus pay-
ments or advanced royalties (see article
23 (m)-10) have been paid in respect
of the property in the taxable year or in
prior years, the amount excluded from
“gross income from the property” for the
taxable year on account of such pay-
ments shall be an amount equal to that
part of such payments which is allocable
to the products sold during the taxable
year.

(h) “Net income of the {axpayer
(computed without allowance for deple«
tion) from the property,” as used in sec-
tion 114 (b) (2), (3), and (4) and ar-
ticles 23 (m)-1 to 23 (m)-28, inclusive,
means the “gross income from the prop-
erty” as defined in paragraph (g) less
the allowable deductions attributable to
the mineral property upon which the de<
pletion is claimed and the allowable de-
ductions attributable to the processes
listed in paragraph (¢) in so far as they
relate to the product of such property,
including overhead and operating ex-
penses, development costs properly
charged to expense, depreclation, taxes,
lIosses sustained, ete., but excluding any
allowance for depletion. Deductions not
directly attributable to particular prop-
erties or processes shall be fairly allo-
cated. To illustrate: In cases where the
taxpayer engages in activities in addi-
tion to mineral extraction and to the
processes listed in paragraph (¢), deduc=
tions for depreciation, taxes, general ex«
penses, and overhead, which cannot be
directly attributed to any specific activ-
ity, shall be fairly apportioned between
(1) the mineral extraction and the proc-
esses listed in paragraph (¢) and (2) the
additional activities, taking into account
the ratio which the operating expenses
directly attributable to the mineral ex-
traction and the processes listed in para-
graph (g) bear to the operating expenses
directly attributable to the additional ag-
tivities. If more than one mineral prop-
erty is involved, the deductions appor-
tioned to the mineral extraction and the
processes listed in paragraph (g) shall,
in turn, be fairly apportioned to the sev-
eral properties, taking into account thelr
relative production.

(%) “Crude mineral product,” as used
in paragraph (g) of this article, means
the product in the form in which it
emerges from the mine or well,

(7) “The property,” as used in sec«
tion 114 (b) (2), (3), and (4) and ar-
ticles 23 (m)-1 to 23 (m)-19, inclusive,
means the interest owned by the tox-
payer, freehold or leasehold, in any min-
eral property. The taxpayer's interest in
each separate minersl property Is o gep«
arate “property”; but, where two o
more mineral properties are included in
a single tract or parcel of land, the tax~
payer’s interest in such mineral prop-
erties may be considered to be a single
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“property,” provided such treatment is
consistently followed.

ArT. 23 (m)-2. Computation of deple-
tion of mines, oil and gas wells, and other
natural deposits without reference to
discovery value or percentage deple-
tion—The basis upon which depletion,
other than discovery depletion or per-
centage depletion, is to be allowed in re-
spect of any property is the basis pro-
vided in section 113 (a), adjusted as
provided in section 113 (b) for the pur-
pose of determining the gain upon the
sale or other disposition of such prop-
erty. (See articles 113 (a)-1 to 114-1.)
If the amount of the basis as adjusted
applicable to the mineral deposit has
been determined for the taxable year,
the depletion for that year shall be com-
puted by dividing that amount by the
number of units of mineral remaining as
of the taxable year, and by multiplying
the depletion unit, so determined, by the
number of units of mineral sold within
the taxable year. In the selection of a
unit of mineral for depletion, preference
shall be given to the principal or custo-
mary unit or units paid for in the prod-
ucts sold, such as tons of ore, barrels of
oil, or thousands of cubic feet of natural
gas.

As used in this article the phrase,
“number of units sold within the taxable
year,” in the case of a taxpayer report-
ing income on the cash receipts and
disbursements basis, includes units for
which payments were received within the
taxable year although produced or sold
prior to the taxable year, and excludes
units sold but not paid for in the tax-
able year. The phrase does not include
units with respect to which depletion
deductions were allowed or allowable
prior to the taxable -year.

“The number of units of mineral re-
maining as of the taxable year” is the
number of units of mineral remaining at
the end of the year to be recoverad from
the property (including units recovered
but not sold) plus the “number of units
sold within the taxable year” as defined
in this article.

In determining the amount of the
basis as adjusted applicable to the min-
eral deposit there shall be excluded (a)
amounts representing the cost or value
of the land for purposes other than min-
eral production, (b) the amount recov-
erable through depreciation and through
deductions other than depletion, and (¢)
the residual value of other property at
the end of operations, but there shall he
included, in the case of o0il and gas
wells, those amounts of capitalized drill-
ing and development costs which, as pro-
vided in article 23 (m)-16, are recover-
able through depletion.

In the case of a natural gas well
where the annual production is not
metered and is not capable of being es-
timated with reasonable accuracy, ihe
taxpayer may computfe the depletion al-
lowance (without reference to percentage
depletion) in respect of such property

for the taxable year by multiplying the
adjusted basis of the property by a frac-
tion, the numerator of which is equal to
the decline in closed or rock pressure
during the taxable year and the denomi-
nator of which is equal to the expected
total decline in closed or rock pressure
from the taxable year to the economic
limit of production. Taxpayers comput-
ing depletion by this method must keep
accurate records of periodical pressure
determinations.

ART, 23 (m)-3. Computation of deple-
tion of mines (other than metal, coal,
or sulphur mines) on the basis of dis-
covery value—The basis upon which de-
pletion is to be computed in the case
of mines (other than metal, coal, or
sulphur mines) discovered by the tax-
payer after February 28, 1913, is the fair
market value of the property at the date
of discovery or within 30 days thereafter,
if such mines were not acquired as the
result of purchase of a proven tract or
lease, and if the fair market value of
the property is materially disproportion-
ate to cost. The value must be equitably
apportioned between the lessor and the
lessee. For the method of determining
whether g discovery has been made, see
article 23 (m)-14. For the method of
determining the fair market value, sece
article 23 (m)-1.

With respect to any property for which
discovery value is the taxpayer’s basis
for depletion, the depletion for any tax-
able year shall be computed by (1) add-
ing to the discovery value of the min-
eral deposit in the property any sub-
sequent allowable capital additions made
by the taxpayer, (2) subtracting the ap-
gregate of depletion deductions with re-
spect to the property which would pre-
viously have been allowable to the tox-
payer without the application of any
net income limitation, (3) dividing the
remainder by the number of units of
mineral remaining as of the tazable
year, and (4) multiplying the depletion
unit, thus determined, by the number of
units of mineral sold within the taxable
year.

The depletion allowance based on dis-
covery value under this article shall not
exceed 50 percent of the net income of
the taxpayer (computed without allow-
ance for depletion) from the property
upon which the discovery was made, ex-
cept that in no case shall the depletion
be less than it would be If computed
without reference to dizcovery value.
For definition of “net income of the tax-
payer (computed without allowance for
depletion) from the property,” see ar-
ticle 23 (m)-1 (7).

This article does not apply to metal
mines, coal mines, sulphur mines or de-
posits, or to oil or gas wells.

As used in this article the phrase,
“pumber of units sold within the tax-
able year,” in the case of g taxpayer re-
porting income on the cash receipts and
disbursements basis, includes units for
which payments vrere received within the
taxable year although produced and sold
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prior to the taxable year, and excludes
units sold but not paid for in the tax-
able year. The phrase does nob include
units with respect to which depletion de-
ductions were allowed or allowable prior
to the taxable year.

“The number of units of mineral re-
maining as of the taxable year” is the
number of unifs of mineral remaining
at the end of the year to be recovered
from the property (including units re-
covered but not sold) plus the “number
of units sold within the faxable year”
as defined in this article.

ArT, 23 (m)-4. Computation of deple~
tion based on a percentage of income in
the case of oil and gas wells—Under
section 114 (b) (3), in the case of oil
and gas wells, a taxpayer may deduct
for depletion an amount equal to 272
percent of the gross income from the
property during the taxable year, but
such deduction shall not exceed 50 per-
cent of the net income of the faxpayer
(computed without allowance for deple-
tion) from the property. (For defini-
tions of “gross income from the prop-
erty” and “net income of the taxpayer
(computed without allowance for deple-
tion) from the property,” see article
23 (m)-1 (g9) and (R).) In no case
shall the deduction computed under this
article be less than it would be if com-
puted upon the cost or other basis of
the property provided in section 113.

ArT. 23 (m)-5. Compulation of deple-
tion based on @ percentage of income in
the cace of coal mines, metal mines, and
sulphur mines or deposits—Under sec-
tion 114 (b) (4) a toxpayer may deduct
for depletion an amount equal to 5 per-
cent of the gross income from the prop-
erty during the taxable year in the case
of coal mines, an amount equal o 15 per-
cent of the grozs income from the prop-
erty during the taxable year in the case
of metal mines, and an amount equal o
23 percent of the gross income from the
propzriy during the taxable year in the
case of sulphur mines or deposits, but
such deduction shall not in any case ex-
ceed 50 percent of the net income of the
taxpayer (computed without allowance
for depletion) from the property. (For
definitions of “grozs income from the
property” and “net income of the fax-
payer (computed without allowance for
depletion) from the propzrty,” sce arti-
cle 23 (m)-1 (g) and (R).)

Subject fo the qualification specified
in the last sentence of this paragraph, a
taxpoyer making his first refurn under
Title X of the Act (for a taxable year
beginning after Decembar 31, 18937 in
respect of a proparty must state as to
each such property whether he elects to
have the depletion allowance for each
such property for the taxable year com-
puted with or without reference to per-
centage depletion. For the purposze of
this article the tazpayer’s first retuwrn
under Title X of the Act in respect of a
property is the return made under that
title for his first tazable year (bezinning
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after Decembér 31, 1937) for which he
has any item of income or deduction
with respect to such property. An elec-
tion once exercised under section 114 (b)
(4) and this article cannot thereafter
be changed by the taxpayer, and the de-
pletion allowance in respect of each such
property will for all succeeding taxable
years be computed in accordance with
the election so made. If the taxpayer
fails to make such statement in the re-
turn in which the election should be so
indicated, the depletion allowance for
the year for which an election must be
first exercised and for all succeeding
taxable years will be computed without
reference to percentage depletion. The
method, determined under section 114
(b) (4) and this article, of computing
the depletion allowance shall be applied
in the case of the property for all tax-
able years in which it is in the hands of
such taxpayer, or of any other person
if the basis of the property (for deter-
mining gain) in his hands is, under
section 113, determined by reference to
the basis in the hands of such taxpayer,
either directly or through gne or more
substituted bases, as defined in that sec-
tion. 'The right of election specified in
this paragraph is subject to the quali-
fication that section 114 (b) (4) shall,

for the purpose of determining whether

the method of computing the depletion
allowance follows the property, be con-
sidered g continuation of section 1i4 (b)
(4) of the Revenue Act of 1934 and the
Revenue Act of 1936, and as giving no
new election in cases where either of
such sections would, if applied, give no
new election.

ART. 23 (m)-6. Determination of cost
of deposits.—In any case in which & de-
pletion or depreciation deduction is com-
puted on the basis of the cost or price at
which any mine, mineral deposit, min-
eral right, or leasehold was acquired, the
owner or lessee will be required to show
that the cost or price at which the prop-
erty was bought was fixed for the pur-
pose of g bona fide purchase and sale by
which the property passed in fact as well
as in form to an owner other than the
vendor. No fictitious or infiated cost or
price will be permitted to form the basis
of any calculation of 2 depletion or de-
preclation deduction, and in determining
whether the price or cost at which any
purchase or sale was made represented
the actual market value of the property
sold, due weight will be given to the re-
lationship or connection existing be-
tween the person selling the property and
the buyer thereof.

ArT. 23 (m)-T. Determination of fair
market value of mineral properties, in-
cluding oil and gas properties—(a) If
the fair market value of the property at
9 specified date is to be determined for
the purpose of ascertaining the basis for
depletion and depreciation deductions,
such value must be determined, subject
to approval or revision by the Commis-
sioner, by the owner of the property in
the light of the conditions and circum-

stances known at that date, regardless
of later discoveries or developments in
the property or subsequent improvements
in methods of extraction and ftreatment
of the mineral product. The value
sought should be that established assum-
ing a transfer between a willing seller
and a willing buyer as of that particular
date. The Commissioner will give due
weight and consideration to any and all
factors and evidence having a bearing
on the market value, such as cost, actual
sales and transfers of similar properties,
market value of stock or shares, royalties
and rentals, value fixed by the owner for
purpose of the capital stock tax, valua-
tion for local or State taxation, partner-
ship accountings, records of litigation in
which the value of the property was in
question, the amount at which the prop-
erty may have been inventoried in pro-
bate court, and, in the absence of better
evidence, disinterested appraisals by ap-
proved methods. Valuations by analytic
appraisal methods, such as the present
value method, are not entitled to great
weight, (1) if the value of a mineral de-
posit can be determined upon the basis
of cost or replacement value, (2) if the
knowledge of the presence of the mineral
has not greatly enhanced the value of
the mineral property, (3) if the removal
of the mineral does not materially reduce
the value of the property from which it
is taken, or (4) if the profits arising from
the exploitation of the mineral deposit
are wholly or in great part due to the
manufacturing or markefing ability of
the taxpayer or to exirinsic causes other
than the possession of the mineral itself,
If the fair market value must be ascer-
tained as of a certain date, analytic ap-
praisal methods will not be used if the
fair market value can reasonably he de-
termined by any other method.

(b) 'To determine the fair markef value
of a mineral property by the present
value method, the essential factors must
be determined for each deposit included
in the property. The factors essential in
the case of all mineral deposits are
(1) the total operating profit, (2) the
rate at which this profit will be obtained,
and (3) the rate of interest commensu-
rate with the risk for the particular de-
posit. In case of oil and gas properties
the additional factors are (A) the total
quantity of oil and gas in terms of the
principal or customary unit (or units)
paid for in the product marketed, (B)
the quantity of oil and gas expected to
be recovered during each operating pe-
riod, (C) the average quality or grade of
the oil and gas reserves, (D) the ex-
pected percentage of recovery in each
process or operastion necessary for the
preparation of the oil and gas for market,
(E) the probable operating life of the de-
posit in years, () the unit development
cost, that is, cost of development exclu-
sive of depreciation and depletion, and
(@) the unit operating cost, that is, cost
of production exclusive of depreciation
and depletion. In order to estimate the
total operating profit for mines it is nec-
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essary to determine the quantity, quality,
and recoverable mineral content of the
developed, probable, and prospective ore
reserves in all cases, For mines with &
prior operating record the “spread of
profit” per unit of recoverable minerai,
or the percentage of net profit to gross
proceeds from mineral production is the
other factor required in estimates of the
total expected profit. For mines with no
prior operafing record the future sales
price and future production cost per unit
of mineral must be estimated in order to
determine the “spread of profit" per unit
of recoverable mineral.

(¢) If the deposit has been suficiently
developed the valuation factors specified
in paragraph (b) may be determined
from past operating experience. In the
application of factors derived from past
experience full allowance should be made
for probable future variations in the rate
of exhaustion, quality or grade of the
mineral, percentage of recovery, cost of
developmenf, production, interest rate,
and selling price of the product marketed
during the expected operating life of the
mineral deposit. Mineral deposits for
which these factors may not be deter-
mined with reasonable accuracy from
past operating experience may also, with
the approval of the Commissioner, bo
valued by the present value method; but
the factors must be deduced from conectir=
rent evidence, such as the general type
of the deposit, the characteristics of the
district in which it occurs, the habit of
the mineral deposits in the property it
self, the intensity of mineralization, the
oil-gas ratio, the rate at which additional
mineral has been disclosed by exploita-
tion, the stage of the operating life of the
property, and any other evidence tending
to establish a reasonable estimate of the
required factors,

(d) Mineral deposits of different
grades, locations, and probable dates of
extraction in & mineral property should
be valued separately. 'The mineral con-
tent of a deposit shall be determined in
accordance with article 23 (m)-9, In
estimating the average grade of the de-
veloped and prospective mineral, ac-
count should be taken of probable in-
creases or decreases as indicated by the
operating history, The rate of exhaus«
tion of & mineral deposit should be de-
termined with due regard to the limita«
tions imposed by plant capacity, by the
character of the deposit, by the ability to
market the mineral product, by labor
conditions, and by the operating prosram
in force or reasonably to be expected for
future operations, The operating life of
& mineral deposit is that number of years
necessary for the exhaustion of both the
developed and prospective mineral con«
tent at the rate determined as above.
The operating life of oil and gas wells is
influenced by the natural decline in pres-
sure and flow, and also by voluntary or
enforced curtailment of production, The
operating cost includes all current ex-
pense of producing, preparing, and maxr-
keting the mineral product sold (due con-
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sideration being given to taxes) exclu-
sive of allowable capital additions as de-
fined in article 23 (m)-15 and 23 (m)-16
and deductions for depreciation and de-
pletion, but including cost of repairs.
For definitions of “development expenses”
and “operating expenses” in the case of
oil and gas wells, see article 23 (m)-16.
This cost of repairs is not to be confused
with the depreciation deduction by which
the cost or value of plant and equip-
ment is returned to the taxpayer free
from tax. In general, no estimates of
these factors will be approved by the
Commissioner which are not Supported by
the operating experience of the property
or which are derived from different and
arbitrarily selected periods.

(e) The number of units of mineral
recoverable in marketable form multi-
plied by the estimated operating profit
per unit gives the total expected oper-
ating profit. The value of each mineral
deposit is, then, the total expected op-
erating profit from that deposit reduced
to a present value as of the date as of
which the valuation is made at the rate
of interest commensurate with the risk
for the operating life, and further re-
duced by the value at that date of the
depreciable assets and of the capital ad-
ditions, if any, necessary to realize the
profits. The degree of risk is generally
lowest in cases where the factors of
valuation are fully supported by the
operating record of the mineral prop-
erty prior to the date as of which™ the
valuation is made; relatively higher risks
attach to appraisals upon any other
basis.

(H For the purpose of the equitable
apportionment of depletion between
lessor and lessee provided by section 23
(m), when the value of any leased min-
eral property must be ascertained as of
any specific date for the determination
of the basis for depletion, the values of
the equities of lessor and lessee may be
determined separately, but, when deter-
mined as of the samg date, shall together
never exceed the value at that date of
the mineral property in fee simple.

ART. 23 (In)-8. Revaluglion of mineral
deposits not allowed.—No revaluation of
a property whose value as of any specific
date has been determined and approved
will be made or allowed during the con-
tinuance of the ownership under which
the value was so determined and ap-
proved, except in the case of a subse-
quent discovery of nonmetallic miner-
als, other than coal, sulphur, oil, or gas,
as defined in article 23 (m)-14, or of
misrepresentation or fraud or gross
error as to any facts known on the date
as of which the valustion was made.
Revaluation on account of misrepresen-
tation or fraud or such gross error will
be made only with the written approval
of the Commissioner. The value should,
however, be corrected when o virtual
change of ownership of part of the prop-
erty results as the ouicome of litigation.
The value should be redistributed—

No.28—8

(a) If g revision of the number of
remaining recoverable umits of mineral
in the property has been made in ac-
cordance with section 23 (m) and article
23 (m)-9, and

() In case of the sale of o part of
the property, between the part sold and
the part retained.

ArT. 23 (m)~-9. Determination of min-
eral contents of mines and of oil or gas
wells—If it is necessary to estimate or
determine with respect to any property
as of any specific date the total recover-
able units (tons, pounds, ounces, barrels,
thousands ¢f cublc feet, or other meas-
ure) of mineral products reasonably
Imown, or on good evidence believed, to
have existed in the ground as of that
date, the estimate or determination must
be made according to the method cur-
rent in the industry and in the licht of
the most accurate and reliable informa-
tion obtainable. In the celection of a
unit of estimate preference shall be
given to the principal unit (or units)
paid for in the product marketed. The
estimate of the recoverable units of the
mineral preducts in the property for
the purposes of valuation and depletion
shall include as to hoth quantity and
grade—

(a) The ores and minerals “in sight,”
“blocked out,” “developed,” or “assured,”
in the usual or conventional meaning of
these terms with respect to the type of
the deposit, and

(b) “Probable” or “prospective” ores
and minerals (in the corresponding
sense), that is, ores and minerals that
are believed to exist on the basis of good
evidence although not actually known to
occur on the basis of existing develop-
ment; but “probable” or “prospective”
ores and minerals may be estimated (1)
as to quantity, only in case they are
extensions of known deposits or are new
bodies or masses whose existence is in-
dicated by geological or other evidence
to & high degree of probability, and (2)
as to grade, only as accords with the
best indications available as to richness.

If the number of recoverable units of
mineral in the property have been pre-
viously estimated for the prior year or
years, and if there has been no known
change in the facts upon which the prior
estimate was based, the number of recov-
erable units of mineral in the property as
of the end of the taxable year will be the
number remaining from the prior esti-
mate, but when it is ascertained either
by the taxpayer or the Commissioner as
the result of operations or development
work that the recoverable mineral units
are materially greater or less than the
prior estimate thereof, then such prior
estimate shall be revised and the annual
depletion allowance with respect to the
property for subsequent taxable years will
be based upon the revised estimate,
Such revised estimate will not, however,
affect the basis for depletion.

Arr. 23 (m)-10. Depletion—Adjust-
ments of accounts based on bonus or ad-
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vanced royalty~—(a) I a lessor receives
2 bonus In addition to royalties, there
shall be allowed as 2 depletion deduction
in respect of the bonus an amount equal
to that proportion of the basis for deple-
tion as provided in section 114 (b) (1) or
(2) which the amount of the bonus bears
to the sum of the bonus and the royalties
expected to be received. Such allowance
shall be deducted from the lessor’s basis
for depletion, and the remainder is re-
coverable through depletion deductions
on the basls of royalties thereafter
recelved.

(b) If the owner has leased a mineral
property for a term of years with a re-
quirement In the lease that the lessse
shall extract and pay for, annually, a
speclfied number of tons, or other agreed
units of measurement, of such mineral,
or shall pay, annually, a specified sum
of money which shall be applied in pay-
ment of the purchase price or royalty per
unit of such mineral whenever the same
shall thereafter be extracted and re-
moved from the leased premises, an
amount equal to that part of the basis
for depletion allocable to the number of
units so pald for in advance of extrac-
tion will constitute an allowable deduc-
tion from the gross income of the year
in which such payment or payments shall
be made; but no deduction for depletion
by the lezsor shall be claimed or allowed
in any subzequent year on account of the
extraction or removal in such year of
any mineral so paid for in advance and
for which deduction has once been made.

(c) If for any reason any such mineral
lease explres or terminates or is aban-
doned before the mineral which has been
pald for in advance has been extracted
and removed, the lessor shall adjust his
capital account by restoring thereto the
depletion deductions made in prior years
on account of royalties on mineral paid
for but not removed, and a corresponding
amount must be returned as income for
the year in which the leass expires,
terminates, or Is abandoned.

(2) In leu of the treatment provided
for in the above paragraphs the lessor of
oll and gas wells may take as a depletion
deduction in respect of any bonus or ad-
vanced royalty from the property for the
taxable year 274 percent of the amount
thereof; and the lessors of sulphur mines,
metal mines, and coal mines may take as
a depletion deduction in respect of any
bonus or advanced royalty from the prop-
erty for the taxable year bezinning affer
Deccembzr 31, 1937, for which he first
makes return in respect of the property
(and for subsequent taxable years in casae
an election to have depletion computed
on g percentage basis hos been exercised
in the proper return) 23 percent, 15 per-
cent, and 5 percent, respactively, of the
amount thereof; but the deduction shall
not in any case exceed 50 percent of the
net income of the taxpayer (computed
without allowance for depletion) from
the propexty.

Arnrt. 23 (m)-11. Depletion and depre-
clation accounts on books—Every tax-
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payer claiming and making a deduction
for depletion and depreciation of min-
eral property shall keep accurate ac-
counts in which shall be recorded the
cost or other basis provided by section
113 (2), as the case may be, of the min-
eral deposit and of the plant and equip-
ment, together with subsequent allowable
capital additions to each account and all
of the other adjustments required by sec-
tion 113 (b).

If the plan or method of depletion and
depreciation accounting adopted by the
taxpayer has once been approved by the
Commissioner, it cannot be changed by
the taxpayer without the consent of the
Commissioner. These accounts shall
thereafter be credited annually with the
amounts of the depletion and deprecia-
tion computed in accordance with article
23 (m)-2, 23 (m)-3, 23 (m)-4, or 23
(m)-5; or the amounts of the depletion
and depreciation so computed shall he
credited to depletion and depreciation
reserve accounts, to the end that when
the sum of the credits for depletion and
depreciation equals the cost or other
basis of the property, plus subsequent
allowable capital additions, no further
deductions for depletion and deprecia-
tion with respect to the property shall
be allowed, except such depletion deduc-
tions as may thereafter be allowable un-
der section 114 (b) (2), (3), or (4) and
article 23 (m)-3, 23 (m)-4, or 23 (m)-5.

Every taxpayer to whom section 114
M) (2) and article 23 (m)-3 are appli-
cable shall keep similar accounts with re-
spect to discovery value.

ArT. 23 (m)-12. Statement to be at-
tached to return when valuation, de-
pletion, or depreciation of mineral prop-
erty is claimed.—(a) Except as provided
in article 23 (m)-13, there shall be at-
tached to the return of every taxpayer
asserting a value for any mineral prop-
erty as of g specific date or claiming a
deduction for depletion or depreciation a
statement setting forth with respect to
each mineral property (including oil and
gas properfy) :

(1) The name, description, location,
and identifying number, if any, of the
property;

(2) Whether taxpayer is a fee owner,
lessor, or lessee;

. (3) The date of acquisition and, if un-
der lease, the exact terms and date of ex-
piration of the lease;

(4) The cost of the property, stating
the amount paid to each vendor, with his
name and address;

(5) 'The date as of which the property
is valued, if a valuation is necessary to
establish the basis as provided by section
113 (a);

(6) 'The value of the property on that
date with a statement of the precise
method by which it was determined;

(D An allocation of the cost or value
as between the mineral deposit and other
assets such as plant, equipment, or the
surface of the land for purposes other
than mineral production;

(8) The estimated number of units of
each kind of mineral at the end of the
taxable year, and also at the date of ac-
quisition, if acquired during the taxable
year or at the date as of which any valu-
ation is made, together with an explana-
tion of the method used in the estimation,
the name and address of the person mak-
ing the estimate, and an average analysis
which will indicate the quality of the
mineral valued, including the grade or
gravity in the case of oil;

(9) The number of units sold and the
number of units for which payment was
received during the year for which the
return is made (in the case of newly de-
veloped oil and gas properties it is desir-
able that this information be furnished
by month);

(10) The gross amount received from
the sale of mineral;

(11) The amount of depreciation for
the taxable year and the amount of de-
pletion for the taxzable year computfed
without reference to percentage depletion
or discovery value;

(12) The amounts of depletion and de-~
preciation, stated separately, which for
each and every prior year (A) were al-
lowed, (B) were allowable, and (C) would
have been allowable without reference to
percentage depletion ox discovery value;
and

(13) Any other data which will be
helpful in determining the reasonableness
of the valuation asserted or of the de-
duction claimed.

(b) To the return of every taxpayer
claiming a deduction for depletion in re-
spect of (1) property in which he owns a
fractional interest only, or (2) a lease-
hold, or (3) property subject to lease,
there shall also be attached a statement
setting forth the fraction of the gross
production to which the taxpayer is en-
titled, the name and address and the
precise nature of the holding of each per-
son interested in the property, and, in the
case of a lessor, whether the lease in-
volved was still in effect at the close of
the taxable year, and, if not, when it was
terminated and for what reason, and
whether the lessor repossessed the prop-
erty. Any taxpayer who is the assignor
of a lease with respect to any prop-
erty, or the holder of an interest purport-
ing to be an overriding royalby interest,
or of any interest other than that of a
lessor or an operating lessee, and who
claims depletion with respect to such
property or interest, shall state the exact
nature of the interest held and shall fur-
nish g certified copy of the instrument or
instruments by which it was acquired.

(e) In the case of oil and gas proper-
ties the statement attached to the re-
turn shall contain, in addition to the
foregoing, the following information with
respect to each property:

(1) The number of acres of producing
oil or gas land and, if additional acreage
is claimed to be proven, the amount of
such acreage and the reasons for believ-
ing it to be proven;
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(2) The number of wells producing at
the beginning and end of the taxable
year,

(3) The date of completion of wolls
finished during the taxable year;

(4) The date of abandonment of all
wells abandoned during the taxable year;

(5) A property map showing the loci-
tion of the property and of the producing
and abandoned wells, dry holes, and
proven oil and gas lands, the map should
show depth, initial production, and date
of completion of each well, to the extent
that such data are available) ;

(6) The number of pay sands and av-
erage thickness of each pay sand or zone
on the property;

(7) The average depth to the top of
each of the different pay sands;

(8) Annual production of the tract or
of the individual wells, if the latter in-
formation is available, from the beglns
ning of its productivity to the end of
the taxable year, the average number of
wells producing during each year, and
the initial daily production of each well
(the extent to which oil or gas is used
for fuel on the property should be stated
with reasonable accuracy);

(9) All available data regarding
change in operating conditions, such ag
unit operation, proration, flooding, usa
of air-gas lift, vacuum, shooting, etc,
which have & direct effect on the pro-
duction of the property; and

(10) Available geological information
having a probable bearing on the ofl and
gas content; information with respect to
edge-water, water drive, bottom hole
pressures, oil-gas ratio, porosity of rescr-
voir rock, percentage of recovery, ox-
pected date of cessation of natural flow,
decline in estimated potential, and char«
acteristics similar to characteristics of
other known fields.

(d) All of the foregoing information
must be furnished under oath, should
be summarized, and may be included in
a single affidavit.

(e) Any of the information required
by this article which has been previously
filed by the taxpayer need not be flled
again but the statement attached to the
return must indicate clearly when and
in what form the information was pre~
viously filed. When g taxpayer has filed
adequate maps with the Commissioner
he may be relieved of filing further
maps of the same properties, provided
all additional information necessary for
keeping the maps up to date is flled
each year. This includes records of dry
holes, as well as producing wells, to-
gether with logs, depth and thickness of
sands, location of new wells, etc.

ArT, 23 (m)~-13. Statement to be d¢i-
tached to return when depletion 1s
clatmed on percentage basis—(a) There
shall be attached to the return of every
taxpayer who claims depletion of ol and
gas wells under section 114 (b) (3) and
article 23 (m)-4, or depletion of coal
mines, metal mines, or sulphur mines or
deposits under section 114 (b) (4) ond
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article 23 (m)-5, a statement containing
the following information with respect
to every property for which percentage
depletion is allowable:

(1) All data necessary for the determi-
nation of the “gross income from the
property” as defined in paragraph (g) of
article 23 (m)-1, including the amounts
paid to lessors as rents or royalties, the
amounts paid to holders of other inter-
ests in the mineral property and the
price per unit at which royalties were
paid;

(2) Al additional data necessary for
the determination of the “net income of
the taxpayer (computed without allow-

~ance for depletion) from the property”
as defined in paragraph (2) of article
23 (m)-1; and

(3) 'The information required by para-
graphs (@) (1), or (@) (2), (@) (3), and
(B) of article 23 (m)~12. The other in-
formation required by article 23 (m)-12
shall also be furnished if necessary in
determining the gain or loss from the
sale or other disposition of the property
during the faxable year or if a valua-
tion of the property is necessary for any
purpose. The taxpayer may find it de-
sirable to furnish such information in
all cases.

(b) All of the foregoing information
shall be furnished under oath, should be
summarized, and may be included in a
single affidavit.

ART. 23 (m)-14. Discovery of mines
other than coal, metal, or sulphur
mines—(a) To entitle a taypayer to &
valuation of his property, for the pur-
pose of depletion allowances, by reason
of the discovery of a mine (other than a
coal, metal, or sulphur mine) or minerals
(other than oil or gas, coal, sulphur,
metal, or metallic ores), it must appear
that the mine or minerals were not ac-
quired as the result of the purchase of
a proven tract or lease; also, the dis-
covery must be made by the taxpayer
after February 28, 1913, and must re-
sult in the fair market value of the prop-
erty becoming disproportionate to the
cost. The fair market value of the prop-
erty will be deemed to have become dis-
proportionate to the cost when the newly
discovered minerals are of such quantity
and of such quality as to afford a rea-
sonable expectation of return to the tax-
payer of an amount materially in excess
of the capital expended in making such
discovery plus the cost of future devel-
opment, equipment, and exploitation.

(b) A mine or minerals of a kind not
excepted by this article may be said to
be discovered when (1) there is found
a natural deposit of mineral, or (2) there
is disclosed by drilling or exploration,
conducted above or below ground, 3 min-
eral deposit not previously known to exist
and the existence of which was so im-
probable that such deposit had not and
could not have been included in any pre-
vious valuation for the purpose of de-
pletion, and which in either case exists

in quantity and grades sufficlent to jus-
tify commercial exploitation.

(¢) In determining whether o discov-
ery entitling the taxpayer to a valuation
has been made, the Commissioner will
take into account the pecullar condi-
tions of each case; but no discovery, for
the purposes of depletion, can he al-
lowed as to minerals which constitute
merely uninterrupted extensions of con-
tinuing commercial veins or deposits al-
ready known to exist, which have becen
or should have been included in “prob-
able” or “prospective” mineral, 6r which
were in any other way comprehended in
a prior valuation, nor can a discovery,
for purposes of depletion, be allowed as
of a date subsequent to that when, in
fact, discovery was evident, when delay
by the taxpayer in makine claim there-
for has resulted or will result in exces-
sive allowances for depletion.

(d) Discoveries include minerals in
commercial quantities contained within
8 vein or deposit discovered in an exist-
ing mine or mining tract by the tax-
payer after February 28, 1913, but such
vein or deposit must not be merely the
uninterrupted extension of a continu-
ing commercial vein or deposit already
known to exist, and the newly gdiscov-
ered minerals must be of sufficient value
and quantity that they could be sep-
arately mined and marketed at a profit.

(e) The value of property claimed as
the result of a discovery must be the
fair market value, as defined in article
23 (m)-17, based on what is evident
within 30 days after the commercially
valuable character and extent of the
discovered deposits of mineral have
with reasonable certainty been estab-
lished, determined, or proved.

ARrT. 23 (m)-15. Allowable capital ad-
ditions in case of mines.—(a) All ex-
penditures in excess of net recelpts
from minerals sold shall be charged to
capital account recoverable through de-
pletion while the mine is in the develop-
ment stage. The mine will be consid-
ered to have passed from a development
to a producing status when the major
portion of the mineral production is ob-
tained from workings other than those
opened for the purpcse of development,
or when the principal activity of the
mine becomes the production of de-
veloped ore rather than the develop-
ment of additional ores for mining,

(b) Expenditures for plant and equip-
ment and for replacements, not includ-
ing expenditures for maintenance and
for ordinary and necessary repairs, shall
ordinarily be charged to capital account
recoverable through depreciation. Ex-
penditures for equipment (includine its
installation and housing) and for re-
placements thereof, which are necessary
to maintain the normal output solely
because of the recession of the working
faces of the mine, and which (1) do
not increase the value of the mine, or
(2) do not decrease the cost of produc-
tion of mineral units, or (3) do not
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reprecent an amount expended in re-
storiny preperty or in making good the
exhaustion thereof for which an allow-
ance §s or has bzen made, shall be
deducted as ordinary and necessary
businezs expenses.

Arnr. 23 (m)-16. Charges to capifal
and to expense in the case of oil and gas
wells—(a) Items chargezble to capital
or to expense at taxpayer’s option:

(1) Option with respact to intangible
drilling and development costs in gen-
eral: All expenditures for wages, fuel,
repairs, hauling, supples, etc., incident
to and necessary for the drilling of wells
and the preparation of wells for the pro-
duction of oil or gas, may, at the option
of the taxpayer, ba deducted from gross
income as an expsnse or charged fo
capital account. Such expenditures have
for convenience bzen termed intangible
drilling and development costs. Exam-
ples of items to which this option ap-
plies are, all amounts paid for labor,
fuel, repairs, hauling, and supplies, or
any of them, which are used (A) in the
drilling, shooting, and cleaninz of wells;
(B) in such clearing of ground, drain-
ing, road making, surveying, and geo-
Icrical work as are necessary in prepa-
ration for the drilling of wells; and (C)
in the construction of such derricks,
tanks, pipe lines, and other physical
structures as are necessary for the drill-
ing of wells and the preparation of wells
for the production of oil or gas. In
general, this option applies only to ex-
penditures for those drilling and de-
veloping items which in themseives do
not have a salvage value. For the pur-
pose of this option labor, fuel, repairs,
hauling, supplies, ete., are not considsred
as having a salvarge value, even though
uted in connection with the installation
of physical property which has a salvage
value. Drilling and development costs
shall not be excepted from the option
merely because they are inemrred under
a contract providing for the drilling of
a well to an agreed depth, or depths, at
an agreed price par foot or other unit of
measurement,

(2) Option with respect to cost of
nonproductive wells: In addition fto the
foresoins option the cost of drilling non-
productive wells aft the option of the
taxpayver may be deducted from gross
income for the year in which the tax-
payer completes such a2 well or h2
charsmed to capital account returnable
throush depletion and depreciation as
in the case of productive wells.

(3) If deductions for depreciation or
depletion have either on the books of
the taxpayer or in his returns of net
income bzen included in the past in
expens2 or other accounts, rather than
spzelfieally as depreciation or depletion,
or if capital expenditures have been
charged to expense in lieu of deprecia-
tion or depletion, a statement indicatinz
the extent to which this practice has
been carried should accompany the
return.
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() Recovery of optional items, if
capitalized:

(1) Items returnable through deple-
tion: If in exercising these options, or

either of them, the taxpayer chargessuch.

expenditures as fall within the options
to capital account, the amounts so capi-
talized in so far as they are not repre-
sented by physical property, are return-
able through depletion. For the purposes
of this article the expendifures for
clearing ground, draining, road making,
surveying, geological work, excavation,
grading, and the drilling, shooting, and
cleaning of wells, are considered not to
be represented by physical property, and
when charged to capital account are
returnable through depletion.

(2) Items returnable through depre-
ciation: If in exercising these options,
the taxpayer charges such expenditures
as fall within the options to capital ac-
count, the amounts so capitalized, in
so far as they are represented by phy-
sical property, are returnable through
depreciation. Such expenditures are
amounts paid for wages, fuel, repairs,
hauling, supplies, ete., used in the instal-
lation of casing and equipment and in
the construction on the property of der-
ricks and other physical structures.

(3) In the case of capitalized intan-
gible drilling and development costs in-
curred under a contract, such costs shall
be allocated between the foregoing
classes of items for the purposes of de-
termining the depletion and depreciation
allowances.

(¢) Nonoptional items distinguished:

(1) Capital items: The option with
respect to intangible drilling and de-
velopment costs in general does not
apply to expenditures by which the tax-
payer acquires tangible property ordi-
narily considered as having a salvage
value, Examples of such items are the
costs of the actual materials in those
structures which are constructed in the
wells and on the property, and the cost
of drilling tools, pipe, casing, tubing,
tanks, engines, boilers, machines, etc.
The options do not apply to any expen-
diture for wages, fuel, repairs, hauling,
supplies, etc., in connection with equip-
ment, facilities, or struectures, not in-
cident to or necessary for the drilling
of wells, such as structures for storing
or treating oil or gas. These are cap-
ital items and are returnable through
depreciation.

(2) Expense ifems: Ezxpenditures
which must be charged off as expense,
regardless of the options provided by
this article, are those for labor, fuel,
repairs, hauling, supplies, ete., in con-
nection with the operation of the wells
and of other facilities on the property
for the production of oil or gas. Gen-
eral overhead expense, taxes, and depre-
ciation of drilling equipment, are not
considered as capital items, even when
incurred during the development of the
property. .

(d) 'This article does not grant a new
option or election. Any taxpayer who
made an election or elections under
article 223 of Regulations 69 or under
article 243 of Regulations 74 or under
article 236 of Regulations 77 or under
article 23 (m)-16 of Regulations 86 or
under article 23 (m)-16 of Regulations
94 is, by such election or -elections,
bound with respect to all optional ex-
penditures whether made before January
1, 1938, or after December 31, 1937, in
connection with oil and gas wells. Any
taxpayer who has never made expendi-
tures for drilling oil or gas wells prior to
the first taxable year beginning after
December 31, 1937, must make an elec-
tion as to intangible drilling and develop-
ment costs in general in the return
for the first taxable year in which
the taxpayer makes such expendi-
tures, and a taxpayer who has never
made expenditures for a nonproductive
well prior to the first taxable year
beginning after December 31, 1937, must
make an election as to the cost of such
wells in the return for the first taxable
year in which the taxpayer completes
such a well. Any election so made is
binding for all subsequent years. A tax-
payer is considered fto have made an
election in accordance with the manner
in which the respective types of optional
items are treated (1) in his return for
the first taxable year ending after De-
cember 31, 1924, in which optional
expenditures of the respective types are
or were made, or (2) in an amended
return filed between June 18,.1927, and
December 18, 1927, in accordance with
Treasury Decision 4025. Any taxpayer
who has made expenditures for optional
drilling and development costs must
attach to his return for the first taxable
year beginning after December 31, 1937,
and for each year thereafter g clear
statement of his election under each of
the -options, together with a statement
of the time at which, and the manner in
which, such election was made.

ArT. 23 (m)-1%. Depreciation in the
case of mines—(a) The Act provides
that deductions for depreciation of im-
provements “according to the peculiar
conditions in each case” may be taken
by a taxpayer owning or leasing mining
property. This is deemed to include ex-
haustion and wear and tear of the prop-
erty used in mining of deposits, includ-
ing a reasonable allowance for obsoles-
cence, (See articles 23 (-1 to 23 (1)-10
as to deductions for depreciation and
obsolescence generally. See particularly
article 23 (1)-5 with regard to informa-
tion which must be furnished in sub-
stantiation of deductions claimed for de-
preciation and obsolescence.)

(b) It shall be optional with the tax-
payer, subject to the approval of the
Commissioner, whether the cost or other
basis of the plant and equipment plus
allowable capital additions but minus
estimated salvage value shall be recov-
ered (1) at a rate established by current
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exhaustion of mineral, or (2) by reason-
able charges for depreciation (see ar-
ticle 23 (D-1) at o rate determined by
the physical life or the economic life of
such plant and equipment, or, (3) ac-
cording to the pecullar conditions of the
case, by & method satisfactory to tho
Commissioner.

(¢) The estimated physical life of o
plant or unit thereof (including bulld«
ings, machinery, apparatus, roads, rall-
roads, and other equipment and im-
provements whose principal use is in
connection with the mining or treatment
or other necessary handling of mineral
products) may be defined as the esti-
mated fime such plant, or unit, when
given proper care and repalr, con be
continued in use despite physical de«
terioration, decay, wear, and tear.

(d) The estimated economic life of a
plant or unit thereof is the estimated
time during which the plant or unit may
be utilized effectively and economically
for its intended purposes and may be
limited by the life of the property or of
that portion of the mineral deposity
which it serves but can never exceed the
physical life.

(e) Any difference between the salv-
age value of plant and equipment and
the basis provided in section 113 (),
adjusted as provided in section 113 (b),
remaining at the termination of mining
operations shall be returned as profit or
loss in the year in which it 1s realized.

() Nothing in these regulations shall
be interpreted as meaning (1) that the
cost or other basis of & mining plant and
equipment may be reduced by deprecin-
ion deductions to a sum below the value
of the salvage when the property shall
have become obsolete or shall have been
abandoned for the purpose of mining, or
(2) that proper deductions for deprecln-
tion on account of obsolescence and de-
cay shall not be made during perlods
when the mine is idle or is producing at
aratebelow its normal capacity. Inesti-
mating the salvage value of the equip-
ment at the end of its estimated eco-
nomic life due consideration may be
given to its specialized character and the
cost of dismounting and dismantling
and transporting it to market.

(9) Nothing in these regulations shall
be interpreted to permit expenditures
charged to expense in any taxable ycar
or any part of the value of land for pur-
poses other than mining to be recovered
through depletion or depreciation.

ArT. 23 (m)-18. Depreciation of {m-
provements in the case of ofl and gaos
wells—Both owners and lessees operat-
ing oil or gas properties will, in addi-
tion to and apart from the deduction
allowable for depletion as hereinbefore
provided, be permitted to deduct a rea-
sonable allowance for depreclation of
physical property, such as machinery,
tools, equipment, pipes, etc., go far os
not in conflict with the option exer-
cised by the taxpayer under article 23
(m}-16. The amount deductible on this

‘
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account shall be such an amount based
upon its cost or other basis equitably
distributed over its useful life as will
bring such property to its true salvage
value when no longer useful for the
purpose for which such property was
acquired. Accordingly, where it can be

- shown to the satisfaction of the Com-
missioner that the reasonable expecta-
tion of the economic life of the oil or
gas deposit with which the property is
connected is shorter than the normal
useful life of the physical property, the
amount annually deductible for depreci-
ation on such property may be based
upon the length of life of the deposit.
(See articles 23 -1 to 23 )-10 as
to deductions for depreciation and ob-
solescence generally. See particulaxly
article 23 ()5 with regard to informa-
tion which must be furnished in sub-
stantiation of deductions claimed for de-
Dreciation and obsolescence.)

ART. 23 (m)-19. Depletion and depre-
ciation of oil and gas wells in years be-
Jore 1916—If upon examination it is
found that in respect of the entire drill-
ing cost of wells, including physical
property and incidental expenses, be-
tween March 1, 1913, and December 31,
1915, a taxpayer has been allowed a
reasonable deduction sufficient to pro-
vide for the elements of exhaustion,
wear and tear, and depletion, it will not
be necessary to reopen the returns for
years prior to 1916 in order to show sep-
arately in these years the portions of
such deduction representing depletion
and depreciation, respectively. Such
separation will be required to be made
of the reserves for depreciation at Jan-
uary 1, 1916, and proper allocation be-
tween depreciation and depletion must
be maintained after that date.

ART. 23 (m)-20. Capital recoverable
through depletion allowance in the case
of timber—In general, the capital re-
maining in any year recoverable through
depletion allowances is the basis pro-
vided by section 113 (a) adjusted as
provided by section 113 (b). For cap-
italization of carrying charges, see arti-
cle 113 (b)-1. In the case of leases the
apportionment of deductions between
the lessor and lessee will he made as
specified in article 23 (m)-%7. The cost
of timber properties shall be determined
in accordance with the principles indi-
cated in article 23 (m)-6. For method
of determining fair market value and
quantity of timber, see articles 23 (m)-25
to 23 (m)-27. For depletion purposes
the cost of the timber shall not include
any part of the cost of the land.

Art, 23 (m)-21. Computation of al-
lowance for depletion of timber for given
year—The allowance for depletion of
timber in any taxable year shall be based
upon the number of units of timber
felled during the year and the deple-
tion unit of the timber in the timber
account or’ accounts pertaining to the

{ timbér cut. The depletion unit of the
: fimber for & given timbher account in a

given year shall be the quotient obtained
by dividing (a) the basis, provided by
section 113 () and adjusted as pro-
vided by section 113 (b), of the timber
on hand at the beginning of the year
plus the cost of the number of units
acquired during the year plus proper
additions to capital, by (b) the total
number of units of timber on hand in
the given account at the bzginning of
the year plus the number of units ac-
quired during the year plus (or minus)
the number of units required to be
added (or deducted) by way of correct-
ing the estimate of the number of units
remaining available in the account. The
amount of the deduction for depletion
in any taxable year with respect to a
given timber account shall be the prod-
uct of the number of units of timber
cut from the given account during the
year multiplied by the depletion unit of
the timber for the given account for
the year. Those taxpayers who keep
their accounts on a monthly basls may,
at their option, keep their depletion ac-
counts on a monthly basis, in which
case the amount deductible on account
of depletion for a given month will be
determined in the manner outlined
above for & given year. The total
amount of the deduction for depletion
in any taxable year shall be the sum of
the amounts deductible for the several
Himber accounts. For description of
timber accounts, see articles 23 (m)-27
and 23 (m)-28.

The depletion of timber takes place at
the time the timber is felled. Since,
however, it is not ordinarily practicable
to determine the quantity of timber im-
mediately after felling, depletion for
purposes of accounting will be treated
as taking place at the time when, in the
process of exploitation, the quantity of
timber felled is first definitely deter-
mined.

ArT. 23 (m)-22. Revaluation of tim-
ber not allowed—No revaluation of a
timber property whose value as of any
specific date has been determined and
approved will be made or allowed dur-
ing the continuance of the owmership
under which the value was so deter-
mined and approved, except in the case
of misrepresentation or fraud or gross
error as to any facts known on the date
as of which the wvaluation was made.
Revaluation on account of misrepre-
sentation or fraud or such gross error
will be made only with the written ap-
proval of the Commissioner. The
depletion unit should be changed when
a revision of the remaining number of
units of recoverable timber in the prop-
erty has been made in accordance with
article 23 (m)-26.

ART. 23 (m)-23. Depreciation of im-
provements in the case of ttmber—The
cost or other basis of development not
represented by physical property having
an inventory value shall be recoverable
through depreciation. It shall he op-
tional with the taxpayer, subject to tho
approval of the Commissioner—
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(@) Whether the cost or other basis
of the property subject to depreciation
shall be recovered at a rate established
by current eshaustion of stumpage, or

(b) Whether the cost or other basis
shall bz recovered by appropriate charges
for depreciation calculated by the usual
rules for depreciation or according to
the pecullar conditions of the taspayer’s
case by o method satisfactory to the
Commissioner.

In no case may charges for deprecia-
tion be based on a rate which will ex-
tinguish the cost or other basis of the
property prior to the termination of its
useful life, Nothing in these regulations
cshall be interpreted to mean that the
value of o timber plant and equipment
may be reduced by depreciation deduc-
tions to a sum helow the value of the sal-
vage when the plant and equipment shall
have bzcome obsolete or worn out or
shall have been abandoned, or that any
part of the value of cut-over land may
be recoverable throuszh depreciation.
(See articles 23 (1)-1 to 23 (10 as to
deductions for depreciation and obsoles-
cence generally. See particularly article
23 (-5 with regard to information
which must bz furnished in substantia-
tion of deductions claimed for deprecia-
tion and obsolezcence.)

Anr. 23 (m)-24. Information to be
Jurnished by tazpayer claiming deple-
tion of timber.—To the income tax re-
turn of the taxpayer claiming a deduc-
tion for depletion or depreciation or
both there shall be atfached a map and
statement (Form T—Timber) for the
taxable year covered by the income tax
return, Form T—Timber requires the
following:

(a) Map showing timber and lang ac-
quired, timber cut, and timber and land
sold;

(b) Deceription of, cost of, and terms
of purchace or lease of, timbar and land
acquired;

(e) Proof of profit or loss from sale
of capital ascets;

(d) Dezeription of timber with respect
to which claim for lozs, if any, is made;

(e) Record of timbar cut;

() Changes in each timber account as
the result of purchase, sale, cutting, re-
estimate, or loss;

(g) Changes in physieal property ac-
counts as the result of additions to or
deductions from capital and depreciz-~
tion;

(i) Operation data with respect to
raw and finished material handled and
inventoried;

(#) Unit production costs; and

(7) Any other data which will be haip-
{0l in determinine the rezsonableness of
the depletion or depreciation deductions
claimed in the return.

Similar information is required for
certain years prior to the 1919 taxable
sear from those taxpayers who have not
already furnished if. The specific nature
of the information required for the ear-
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lier years is given in detail in Form ‘T—
General forest industries questionnaire
for the years prior to 1919.

ART. 23 (m)-25. Determination of fair
market value of timber—If the fair
market value of the property at a speci-
fied date is the basis for depletion and
depreciation deductions, such value shall
be determined, subject to approval or
revision by the Commissioner upon audit,
by the owner of the property in the
light of the most reliable and accurate
information available with reference to
the condition of the property as it
existed at that date, regardless of all
subsequent changes, such as changes in
suwrrounding circumstances, in methods
of exploitation, in degree of utilization,
ete. The value sought will be the selling
price, assuming a transfer between a
willing seller and a willing buyer, as
of the particular date. Such factors
as the following will be given due
consideration: .

(@) Character and quality of the tim-
ber as determined by species, age, size,
condition, ete.;

(b) The quantity of timber per acre,
the total quantity under consideration,
and the location of the timber in ques-
tion with reference to other timber;

(e) Accessibility of the timber (loca-
tion with reference to distance from a
common carrier, the topography and
other features of the ground upon which
the timber stands and over which it
must be transported in process of ex-
ploitation, the probable cost of exploita-~
tion, and the climate and the state of
industrial development of the locality);
and

(d) The freight rates by common car-
rier to important markets. B

‘The timber in each particular case
will be valued on its own merits and not
on the basis of general averages for re-
gions; however, the value placed upon
it, taking into consideration such fac-
tors as those mentioned above, will be
consistent with that of the other timber
in the region. The Commissioner will
give due weight and consideration to
any and all facts and evidence having a
bearing on the market value, such as
cost, actual sales and transfers of sim-
ilar properties, the margin between the
cost of production and the price real-
ized for timber products, market value
of stock or shares, royalties and rentals,
value fixed by the owner for the purpose
of the capital stock tax, valuation for
local or State taxation, partnership ac-
countings, records of litigation in which
the value of the property has been in-
volved, the amount at which the prop-
erty may have been inventoried or ap-
praised in probate or similar proceed-
ings, disinterested appraisals by ap-
proved methods, and other factors. For
depletion purposes the fair market value
at a specified date shall not include any
part of the value of the land.

For the purpose of the equitable ap-
portionment of depletion between lessor

and lessee provided by section 23 (m),
when the value of any leased property
must be ascertained as of any specific
date for the determination of the basis
for depletion, the values of the equities
of lessor and lessee may be determined
separately, but, when determined as of
the same date, shall together never ex~
ceed the value at that date of the
property in fee simple.

ART. 23 (m)-26. Determination of
quantity of timber~—~Each taxpayer
claiming or expecting to claim a deduc-
tion for depletion is required to esti-
mate with respect to each separate tim-
ber account the total units (feet board
measure, log scale, cords, or other units)
of timber reasonably known, or on good
evidence believed, to have. existed on the
ground on March 1, 1913, or on the date
of acquisition of the property, as the
case may be. This estimate shall state
as nearly as possible the number of units
which would have been found present
by a careful estimate made on the speci-
fied date with the object of determining
100 percent of the quantity of timber
which the area would have produced on
that date if all of the merchantable tim-
ber had been cut and utilized in accord-
ance with the standards of utilization
prevailing i that region at that time.
If subsequently during the ownership of
the taxpayer making the return, as the
result of the growth of the timber, of
changes in standards of utilization, of
losses not otherwise accounted for, of
abandonment of timber, or of operations
or development work, it is ascertained
either by the taxpayer or the Commis-
sioner.that there remain on the ground,
available for utilization, more or Iless
units of timber than remain in the tim-
ber account or accounts on the basis of
the original estimate, then the original
estimate (but not the basis for deple~
tion) shall be revised and the annual
depletion allowance with respect to the
property for subsequent taxable years
shall be based upon the revised estimate.

ARrT. 23 (m)-27. Aggregating timber
and land for purposes of valuation and
accounting—With a view to logical and
reasonable valuation of timber, the tax-
payer shall include his timber in one or
more accounts. In general, each such,
account shall include all of the tax-
payer’s timber which is located in one
“block,” a block being an operation unit
which includes all of the taxpayer’s
timber which would logically-go to a2
single given point of manufacture. In
those cases in which the point of manu-
facture is at a considerable distance, or
in which the logs or other products will
probably be sold in a log or other mar-
ket, the block may be a logging unit
which includes all of the taxpayer’s
timber which, would logically be removed
by a single logging development. In
exceptional cases, provided there are
good and substantial reasons, and sub-
jeet to approval or revision by the Com-
missioner on audit, the taxpayer may
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divide the timber in a given block into
two or more accounts, e. g, timber
owned on February 28, 1913, and that
purchased subsequently may be kept in
separate accounts, or timber owned on
February 28, 1913, and the timber pur«
chased since that date in several dis« -
tinct transactions may be kept in sev«
eral distinct accounts, or individual tree
species or groups of tree species may ba
carried in distinct accounts, or special
timber products may be carried in dis-
tinct accounts, or blocks may be divided
into two or more accounts based on the
character of the timber or its accessibil«
ity, or scattered tracts may be included
in separate accounts. If such o divi-
sion is made, a proper portion of the
total value or cost, as the case may be,
shall be allocated to each account.

The timber accounts mentioned in the
preceding paragraph shall not include
any part of the value or cost, as the case
may be, of the land. In & manner simi-
lar to that prescribed in the foregoing
part of this article the land in a glven
“block” may be carried in a single land
account or may be divided into two or
more accounts on the basis of its char-
acter or accessibility. ‘When such o
division is made, & proper portion of the
total value or cost, as the case may be,
shall be allocated to each account.

The total value or total cost, ag the
case may be, of land and timber shall be
equitably allocated to the timber and
land accounts, respectively.

Each of the several land and timber
accounts carried on the books of the
taxpayer shall be definitely described as
to their location on the ground either by
maps or by legal descriptions.

For good and substantial reasons sat-
isfactory to the Commissioner, or as re«
quired by the Commissioner, the timbet
or the land accounts may be readjusted
by dividing individual accounts, by com«
bining two or more accounts, or by di«
viding and recombining accounts,

Art, 23 (m)~-28. Timber depletion and
depreciation accounts on books—Every
taxpayer claiming or expecting to claim
a deduction for depletion or deprecintion
of timber property (including plants, im«
provements, and equipment used in con-
nection therewith) shall keep accurate
ledger accounts in which shall be re~
corded the cost or other basis provided
by section 113 (a), as the case may be,
of the property, and the plants, improve~
ments, and equipment, together with
subsequent allowable capital additions to
each account and all of the other ad-
justments provided by section 113 (b)
and articles 113 (a) (14)-1, 113 (b)~1,
113 (b)-2, and 113 (b)-3.

In such accounts there shall be sot up
separately the quantity of ‘timber, the
quantity of land, and the quantity of
other resources, if any, and a proper part
of the total cost or value shall be allo-
cated to each. (See article 23 (m)~27.)
These accounts shall be credited with
the amount of the depreciation and de-
pletion deductions computed in accord-



FEDERAL REGISTER, Friday, February 10, 1939

ance with article 23 (m)-20 each year,
or the amount of the depreciation and
depletion shall be credited to deprecia-
tion and depletion reserve accounts, to
the end that when the sum of the credits
for depreciation and depletion equals the
cost or other basis of the property, plus
subsequent allowable capital additions,
no further deduction for depreciation
and depletion will be allowed.

[SEc. 28. Deductions from gross income.]

[In computing net income there shall be
allowed as deductions:]

(0) Charitable and other coniributions.—
In the case of an individual, contributions
or gifts payment of which is made within
the taxable year to or for the use of:

(1) the United States, any State, Terri-
tory, or any political subdivision thereof, or

the District of Columbia, for exclusively,

public purposes;

(2) a domestic corporation, or domestic
trust, or domestic community chest, fund,
or foundation, organized and operated ex-
clusively for religious, charitable, scientific,
literary, or educational purposes, or for the
prevention of cruelty to children or animals,
no part of the net earnings of which inures
to the benefit of any private shareholder or
individual, and no substantial part of the
activities of which is carrying on propa-
ganda, or otherwise attempting, to influence
legislation; -

(3) the special fund for vocational rehabil-
jtation authorized by section 12 of the World
War Veterans’ Act, 1924;

(4) posts or organizations of war veterans,
or auxiliary units or sccieties of any such
posts or organizations, if such posts, or-
ganizations, units, or societies are organized
in the United States or any of its posses-
sions, and if no part of their net earnings
inures to the benefit of any private share-
holder or individual; or

(5) a domestic fraternal society, order, or
association, operating under the lodge sys-
tem, but only if such contributions or gifts
are to be used exclusively for religlous,
charitable, scientific, literary, or educational
purposes, or for the prevention of cruelty
to children or animals;

to the amount which in all the above cases
combined does not exceed 15 per centum
of the tazpayer’s net income as computed
without the benefit of this subsection. Such
contributions or gifts shall be allowable as
deductions only if verified under rules and
regulations prescribed by the Commissioner,
with the approval of the Sccretary. (For
unlimited deduction if contributions and
gifts exceed 90 per centum of the net in-
come, see section 120.)

ArT. 23 (0)-1. Contributions or gifts
by individuals—A deduction is allowable
under section 23 (o) only with respect
to coniributions or gifts which are
actually paid during the taxable year,
regardless of when pledged and regard-
less of the method of accounting em-
ployed by the taxpayer in keeping his
books and records. A deduction is not
allowable, however, for the actual pay-
ment of a contribution or gift if the
amount of such payment already has
been deducted on the accrual basis in
computing net income for any taxable
year beginning before January 1, 1938.
A contribution or gift to a domestic or-
ganization described in section 23 (0) is
deductible even though some portion of
the funds of such organization is or may
be used in foreign countries for chari-
table and educational purposes. ‘This
article does not apply to contributions

or gifts by estates and trusts (see sec-
tion 162).

No deduction is allowed in computing
the net income of & common trust fund
or a partnership for contributions or
gifts made to organizations described in
section 23 (0). (See sections 169 and
183.) However, a pariner’s proportion-
ate share of contributions or gifts actu-
ally paid by a partnership during its
taxable year to such organizations may
be allowed as a deducton in his indi-
vidual personal return for his tazable
year with or within which the taxable
year of the partnership ends, to an
amount which, when added to the
amount of contributions made by the
partner individually and claimed as a
deduction, is not in excess of 15 percent
of his net income computed without the
benefit of the deduction for contribu-
tions. In the case of a nonresident
alien individual or a citizen of the
United States entitled to the benefits of
section 251, see sections 213 (¢) and
251. For contributions or gifts by cor-
porations, see article 23 (q)-1.

Whether a husband and wife make a
joint return or separate returns, the 15
percent limitation on the deduction for
contributions or gifts is based on the
separate net income (computed without
regard to such contributions or giits)
of the spouse making the contributions
or gifts. (See article 51-1.)

A donation made by an individual to
an organization other than one referred
to in section 23 (o) which bears o direct
relationship to his business and is made
with a reasonable expectation of a finan-
cial retwrn commensurate with the
amount of the donation may constitute
an allowable deduction as business
expense,

Sums of money expended for lobbying
purposes, the promotion or defeat of
legislation, the exploitation of propa-
ganda, including advertising other than
trade advertising, and contributions for
campaign expenses, are not deductible
from gross income.

If the contribution or glit is other
than money, the basis for calculation
of the amount thereof shall be the fair
market value of the property at the time
of the contribution or gift.

In connection with claims for deduc-
tions under section 23 (o), there shall
be stated in retwrns of income the name
and address of each organization to
which a contribution or gift was made
and the amount and the approximate
date of the actusl payment of the con-
tribution or gift in each case. Claims
for deductions under section 23 (0) must
be substantiated, when required by the
Commissioner, by o statement frem the
orgenization to which the contribution
or gift was made showing twhether the
organization is & domestic organization,
the name and address of the contributor
or donor, the amount of the contribu-
tion or gift and the date of the actual
payment thereof, and by such other in-
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formation as the Commissioner may
deem necessary.

{Sz¢. 3. Deductions from gracs income.]

[In computinz net income there shall ke
allowed o3 deductions:]

{(p) Penston trusts—(1) General rule—
An employer establshing or maintaiping o
pension trust to provide for the payment of
reaconable ponslons to his cmployees shall
be allowed a5 a deduction (In addition to
the contributions to cuch trust durinz the
taxable year to cover the pension UHability
accrulng during the year, allowed as a de-
duction under subzection (a) of this sec-
tien) o reacsonable amount transferred or
pald {nto cuca trust during the tasable year
in e=cocs of suca contrivutions, but only if
such amsunt (1) has not theretofore kbeen
allowable as a deduction, and (2) Is appor-
tioned in equal parts over 2 perlod of ten
cencecutive years beginminz vwith the year
in which the transfer or poyment is made.

(2) Dzductions under prior income tox
acts—Any deduction allovable under section
23 (q) of the Revenus Act of 1923 or the
Revenue Act of 1832 or the Revenue Act
of 1934, or under coction 23 (p) of the Rev-
enue Act of 1836, whlch under such c2ction
was gapportioned to any taxable year be-
ginniny after Docomber 31, 1537, shall be
allowed as a deduction in the years to which
co apportioned to the extent allowable undar
guch cection if it had remained in force with
respact to such year.

(38) Ezemption of trusts under section
165~Tpe provizions of paramrophs (1) and
{2) of this cubzection chall be subjzct to the
qualification that tha deduction under efther
parerroph chall bz allowable only with re-
cpect to a taxable year (whether the year of
the trancfer or payment or o sSubzequent
year) of the employer ending vwrithin or with
a8 taxable year of the trust with respect to
which the trust i3 exempt from fax under
cection 1635,

AnTt. 23 (p)-1. Payments to employees’
pension trusts—An employer who adopts
or has adopted a reasonable pension
plan, actuarily sound, and who estab-
Iishes, or has established, and maintains
a pension trust for the payment of
reasonable pensions to his employees (Gf
the trust iIs exempt from tax under sec-
tion 165, relating to trusts created for
the exclusive benefit of employees) shall
be allowed to deduct from gross income
reasonable amounts paid to such trust,
in accordance with the pension plan
(including any reasonable amendment
thereof), as follows:

() If the plan contemplates the pay-
ment to the trust, in advance of fhe
time when pensions are granted, of
amounts to provide for future p=nsion
payments, then (1) reasonable amounts
paid to the trust during the taxable
year reprezenting the pansion liability
applicable to such year, determined in
accordance with the plan, shall be al-
lowed as a deduction for such year as
an ordinary and necelsary busingss ex-
pense, and in addition (2) one-tenth of
a reasonable amount transferred or paid
to the trust during the fazable year to
cover in whole or in part the psnsion lia-
bility applicable to the years prior to
the taxable year, or so transferred or
paid to place the trust on a sound finan-
clal basis, shall be allowed as a deduction
for the taxable year and for each of
the nine succeeding taxzable years.
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(b) X the plan does not contemplate
the payment to the trust, in advance
of the time when pensions are granted,
of amounts to provide for future pen-
sion payments, then (1) reasonable
amounts paid to the trust during the
taxable year representing the present
value of the expected future payments
in respect of pensions granted to em-
ployees retired during the taxable year
shall be allowed as a deduction for such
year as an ordinary and necessary busi-
ness expense, and in addition (2) one-
tenth of a reasonable amount frans-
ferred or paid to the frust during the
taxable year to cover in whole or in
part the present value of the expected
future payments in respect of pensions
granted to employees retired. prior tq the
taxable year, or so transferred or paid
to place the trust on a sound financial
basis, shall be allowed as a deduction for
the taxable year and for each of the
nine succeeding taxable years.

Deductions under ‘section 23 (p) of
the Revenue Act of 1938 or under a
similar section of a prior Revenue Act
and apportioned to any taxable year be-
ginning after December 31, 1937, shall
be allowable only with respect to a tax-
able year (whether the year of the trans-
fer or payment or a subsequent year)
of the employer which ends with or
within a taxable year of the trust with
respect to which the trust is exempt
from tax under section 165. As to what
constitutes an exempt employees’ trust,
see article 165-1.

If any portion of the funds of an
exempt pension trust reverts to the pos-
session, ownership, or control of the em-~
ployer by reason of the termination of
the trust or otherwise, such amount (ex-
cept to the extent that it represents &
payment to the pension trust made by
the employer in accordance with the
pension plan and pursuant to the first
paragraph of this article, and not there-
tofore allowed as a deduction to the em-
ployer) shall be returned as income by
the employer for the taxzable year in
which it so reverts, unless prior to the
close of such year it shall again be
placed in trust for the benefit of employ-~
ces under provisions satisfactory to the
Commissioner.

Reasonable payments made by an em-
ployer during the taxable year directly
to pensioners on acceunt of pensions in
respect of which no payment has been
made to a pension trust shall be allowed
as a deduction from gross income for
such year as an ordinary and necessary
business expense. .

In no case will any amount be allowed
as a deduction under section 23 (p) and
this article for the taxable year which
was allowable as o deduction from gross
income for any prior taxable year.

The application of section 23 (p) may
he illustrated by the following examples:

Ezample (1)—Accruals in advance of
pensions granted: In 1939 the M Com-
pany adopted a reasonable pension plan

and established a pension trust which

was exempt from tax under section 165.

During the year and upon the basis of

an actuarial computation the company

paid $8,950,000 to the trust. At the
time of the payment and in; accordance
with the pension plan of the company,
the pension liability applicable to .the
years prior fo 1939, in respect of em-
ployees then on the retired roll, for pen-
sions to be paid in the fufure, was
$2,000,000; the pension liability appli-
cable to the years prior to 1939, in re-
spect of employees on the active roll,
for pensions to be paid in the fubure,
was $6,500,000; the payment required to
cover the pension liability applicable to
the taxable year 1939 for pensions to
be paid in the future, was $450,000. The
amount paid to retired employees of the

M Company by the pension trust as

pensions during 1939 was $360,000.

The deduction for 1939 is computed
as follows:

(¢) Entire amount pald to pen-
sion trust representing the
pension liability applicable
to 1939 for pensions to be
paid in the future__..._..

(b) One-tenth  of  §8,500,000,
amount transferred to pen-
sion trust to cover the pen-
sion liebility applicable to
the years prior to 1939, in
respect of employees on
either the retired roll or the

active roll, for pensions to
paid in the future...._... 850,000

Total deduction...... 1,300,000

The amount of $360,000 paid fo pen-
sioners is not allowable as a deduction
for income tax purposes since it was
paid by the pension trust and not by
the M Company.

Ezxample (2)—Accruals on basis of
pensions granted: In 1939 the N Com-
pany adopted a reasonable pension plan
and established g pension trust which
was exempt from tax under section 165.
During the year and upon the basis of
an actuarial computation the company
paid $2,300,000 to the frust. At the time
of the payment the present value of the
expected fufure payments in respect of
pensions granted to employees retired
prior to 1939 was $2,000,000; the present
value of the expected future payments
in respect of pensions granted to em-~
ployees retired during 1939 was $300,000.
The amount paid to retired employees of
the N Company by the pension trust as
pensions during 1939 was $360,000.

The deduction for 1939 is computed as
follows:

(@) Entire amount paid to the pen~
sion. trust representing the
present value of the expected
future payments in respect
of pensions granted to em=
ployees retired during 1939 $300, 000

(b) Omne-tenth of $2,000,000, the
amount fransferred to the
pension. trust to cover the
present value of the expected
future payments in respect
of pensions granted to em-

$450. 000

ployees retired prior to 1939.. 200, 000

Total deduction.. .ceeae.. 500,000
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The amount of $360,000 paid to pen-
sioners is not allowable as o deduction
for income tax purposes, since it was
paid by the pension trust and not by tho
N Company.

Example (3) : In 1937 the ¥ Company
adopted a reasonable pension plan and
established o pension trust exempt from
tax under section 165 of the Revenus Act
of 1936 but which would not be exempt
from tax for taxable years beginning
after December 31, 1938, under section
165 of the Revenue Act of 1938, Tho
Y Company and the trust make their
income returns on & calendar year basis,
On July 1, 1937, the ¥ Company payy
$50,000 Into the trust, for which under
section 23 (p) of the Revenue Aot of
1936 it is entitled to o deduction of
$5,000 for each of the 10 consecutive
years beginning with the calendar yeax
1937. On December 31, 1938, the ¥
Company makes all necessary changes
in the trust so as to satisfy the require«
ments of section 165 of the Revenuo Ach
of 1938. The Y Company is entitled to
an annual deduction of $5,000 for the
remaining portion of the 10-year period
which began in 1937, If, however, the
Y Company does not make the ncces-
sary changes so as to satisfy the re-
quirements of section 165 of the Rov«
enue Act of 1938 with respect to tox-
able years beginning after December 31,
1938, it is not entifled to any further de«
ductions under section 23 (p). If it did
not make such necessary changes until
December 31, 1939, it is not entitled to
g, deduction of $5,000 for the year 1939
but is entitled to such annual deduction,
however, for all subsequent taxablo
years up to and including the calendayr
year 1946,

ArT. 23 (p)-2. Information to be fur«
nished by employer claiming dedic=
tions~If a deduction from gross income
is claimed under section 23 (p) in an
income return or in a claim for refund
on account of payments to an employees’
pension trust, the employer shall flly
with such return or claim for refund o
statement describing the penslon trust
plan, including the basis and method of
its operation, together with & copy of
the trust indenture, with any amend-
ments thereto, and other documents con~
stituting a part of the plan. If all om=
ployees are not included as beneflelaries
of the pension trust, a statement show-
ing what classes of employees aro 0xw
cluded, and the general nature of tholr
respective employment and dutles, to«
gether with the reason why all om-
ployees are not covered by the pension
trust plan, shall likewise be filed, If
such statements have once been filed and
if the return contains o statement when
and where such stotements were flled,
they need not again be filed; but, how~
ever, if chenges in the pension trust
plan have been made, o statement show-
ing the nature of such changes (fow
gether with coples of any amendments
to the frust indenture and other docu«
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ments constituting a part of the plan)
must be filed with the return for the
first taxable year for which allowance
of deductions under section 23 (p) may
be affecied by such changes in the pen-
sion trust plan.

In addition the following described
data and information shall be kept at all
times available for inspection by inter-
nal revenue officers at the main office
or principal place of business of the
employer:

1. Schedules or work sheets showing
the derivation of the basic valuation
factors, or, if such data are not avail-
able, a statement giving the source of
the factors from which the actuarial
valuations were made.

2. (@) Schedules showing the compu-
tation of the reserve liability for all em-
ployees in the active service as deter-
mined from the most recent actuarial
valuation. For taxable years beginning
after December 31, 1937, the most
recent actuarial valuation, for the pur-
poses of this article, means such a valua~
tion made not earlier than five years
prior to the filing of the return.

(b) A similar schedule based on the
next preceding valuation if such a
valuation has been made.

3. A schedule showing by ages the in-
dividual current liability factors and the
application of these factors in deter-
mining the liability accrued during the
current taxable year.

4, (@) A schedule showing the compu-

. tation of the pension liability for all
. employees retired on pension at the.date
. of the last actuarial valuation.

'
'

(b) A schedule showing, by calendar

! years, the present value of pensions
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granted from the date of the last
actuarial valuation to the end of the
taxable year for which the deduction is
claimed in an income return or in a
claim for refund.

5. A schedule showing the receipts and
disbursements of the pension fund dur-
ing each taxable year carried forward
from the dafe the pension trust was
established. The receipts should in-
clude the accruals mentioned in para-
graph 3, interest, and any other moneys
credited to the fund. The disbursements
should include actual pension payments
made to retired employees and any other
expenditures charged to the pension
fund.

If the valuation factors are changed
at any time, either because of a change
in’ the pension plan or because of a
change in the assumptions upon which
the valuation factors are based, the
data indicated under 2, 3, and 4 above
should be available showing the applica~
tion of both the old and the new valua-
tion factors to the pay roll as of the val-
uation dafe coinciding with or next fol-
lowing the date of the change.

If the pension plan does not contem-
plate the payment to the trust in ad-
vance of the time when pensions are
granted, of amounts to provide for Zu-
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ture pension payments, the data de-
scribed under 2 and 3 above need not
be furnished.

[Skc. 23. Deductions from gross income.)

{In computing net income there choll be
allowed as deductlons:]

(@) Charitadle and other contributions by
corporations—In the case of o corporation,
contributions or gifts payment of which is
made within the taxable yecar to or for the
use of a domestic corporation, or domcestic
trust, or domestic community chest, fund, or
foundation, organized and operated exclu-
sively for religlous, charitable, celentific, 1it-
erary, or educational purposes or the preven-
tion of cruelty to children (but in the case
of contributions or gifts to a trust, chest,
fund, or foundation, only if such contribu-
tions or gifts are to he uced within the
United States exclusively for such purpases),
no part of the net earnings of which {nures
to the benefit of any private charcholder or
individugl, and no substantinl part of the
activities of which is carrying on propa-
ganda, or otherwise attempting, to influcnce
legislation; to an amount which docs not ex-
ceed 5 per centum of the taxpayer's net
income as computed without the benefit of
this subsection. Such contributfons or gifts
shall be allowable as deductions only if
veriied under rules and regulations pre-
scribed by the Commissioner, with the ap-
proval of the Secretary.

(r) For deduction of dividends paid by
certain banking corporations, cee cection
121,

ArT. 23 (q)-1. Coniributions or gifts
by corporations~—A corporation may de-
duct from its gross income contributions
or gifts to organizations deseribed in
section 23 (q), and to the extent pro-
vided by that section, only for the tax-
able year in twhich such contributions or
gifts are actually pald, regardless of
when pledged and repardless of the
method of accounting employed by the
corporation in keeping its books and
records. As to charitable contributions
by corporations not deductible under
section 23 (a), see article 23 (a)-13.
Sums of money expended for lobbying
purposes, the promotion or defeat of
legislation, the exploitation of propa-
ganda, including advertising other than
trade advertising, and contributions for
campaign expenses are not deductible
from gross income.

The provisions of the first paragraph
of article 23 (0)-1, relating to (1) the
statement in returns of the name and
address of each organization to which
a contribution or gift was made and
the amount and the approximate date
of the actual payment of the contribu-
tion or gift, (2) the substantiation of
the claims for deductions when required
by the Commissioner, and (3) the basls
for calculation of the amount of a con-
tribution or gift which is other than
money, are equally applicable to claims
for deductions of contributions or glits
by corporations under section 23 (q).

Sec. 24, Items no! deductible—(a) Gene
eral rule—In computing net income no de-
duction shall in any cass ba allosred in
respect of—

(1) Personal, living, or family Tnees;

(2) Any amount pald out for new bulld-
ings or for permanent improvements or bot-
terments mode to increase the value of any
property or estate;
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(3) Any amount czpended In restoring
preperty or in maling poizd the echanstion
thereof for which an allswance Is or hos
been mado;

{4) Prcmiums pald on any life insurance
policy covering the Mfe of any officer or
emplogce, ¢r of any person financially in-
terested in any trode or business carrfed on
by the tazpager, when the taxpayer is di-
rcz‘i!tly cr indirectly a beneficlary undsr sush
polley; or

{5) Any amount cthertwice allowablz as o
deduction which i5 allosable to one or more
clactes  of income other than intercst
(whether or not any cmount of income of
that clacs er elaczes s recefved or acerusd)
vtaizhflltp;ucxempt from the taxes impozzd by

5 2,

(b) Loies from rales or exchenges of
property~—(1) Losces dicallowed—In com-
puting net income no deduction chall in any
cace bo ollowed In respoet of lostsss from
cales or exchanges of proporty, directly or
indfrectly—

(A) Botween members of o family, a5 de-
flped In paragraph (2) (D);

(B) Except In the cace of distributions in
liquidation, between an individusl and 2
corporation more than E0 per centum in
value of the cutstanding stack of which is
ovmned, dlrcctly or indirectly, by or for such
individual;

(C) Except in tha caca of distributions in
Uquldation, between two corporations more
than 50 per centum In value of the ocut-
standing ctock of each of which Is owned,
directly or indirectly, by or for the same
individual, if elther one of such corpora~
tlons, with respoet of the taxoble year of
the corporation preceding the date of the
cale or exchange was, under the law ap-
plicable to such taxable year, o pzrsonal
holding company or a forelgn perconal hold-
ins campany;

(D) Eotwieen o grantor and a fiduclary of
any trust;

(E) Botween the fiduclary of o trust and
the fduclary of another trust, if the some
percon 1o o grantor with respect to each
trust; or

(P) Between a flduclary of o trust and o
heneflielary of cuch trust.

(2) Steck ownership, family, and rartner~
ship rule.—~For the purpos2s of determining,
utz n!pplylng paragraph (1), the ownzrship of
stoch—

by(A) fstcc}: o‘::nedt,i directly m:m mdiregtct%y,
or for o corporation, partnership, estate,
cr trust, chall be concidered o3 belng owned
proportionately by or for its charebolders,
rpartners, or beneficlaries;

(B) An individual chall be consldered o3
owning the ctock owned, directly or indi-
rectly, by or for his family;

(C) An individual owninz (cthervize then
by the cpplication of subparczraph (B))
any steck n o corposation choll ke con-
cldered o5 ownlng the stocl: owned, directly
or indircetly, by or for his partner;

(D) The famlly of an individual shall in-
clude only his brothers and sisters (vwhether
by the whole or half blosd), cpouse, ances-
tors, and lneal deccendants; and

(E) Constructire cincrship as ectual
ouwnerchip—Stecl: constructively ovmed by
o parcen by reacon of the applicatfon of
susparcxraph (A) chaoll, for the e of
applyloy subparacroph (A), (B), or (O),
be treated as cctually owned by such per-
con, but ctock constructively ovmed by an
individual by reacon of the application of
subparacraph (B) or (C) chall not be treated
o5 owned by him for the purpaze of azain
opplyine efther of such cubporagraphs in
ordcr to male another the constructive
owner of cuch stosl,

(¢) Unpald crpenses end interest—In
computing net incom2 no deduction shall
be allowed under cection 23 (3), relating to
exponces fncwrred, or under coction 23(b),
relating to Interest accruzd—

(1) X cuch espences or interest are not
paid within the taxable year or within two
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and onc-half months after the close thereof;
and

(2) If, by reason of the method of ac-~
counting of the person to whom the pay-
ment is to be made, the amount thereof is
not, unless paid, includible in the gross in-
come of such person for the tazable year in
which or with which the taxable year of
the taxpayer ends; and

(3) If, at the close of the taxable year of
the taxpayer or at any time within two and
one-half months thereafter, both the tax-
payer and the person to whom the pay-
ment is to be made are persons between
whom Jlosses would he disallowed under sec-
tion 24 (b).

(d) Holders of life or terminable inter-
est—Amounts paid under the laws of any
State, Territory, District of Columbia, pos-
gession of the United States, or foreign coun-
try as income to the holder of a life or ter-
minable interest acquired by gift, bequest,
or inheritance shall not be reduced or di-
minished by any deduction for shrinkage
(by whatever name cslled) in the value of
such interest due to the lapse of time, nor
by any deduction allowed by this Act (ex-
cept the deductions provided for in subsec-
tions (1) and (m) of section 23) for the
purpose of computing the net income of
an estate or trust but not allowed under the
laws of such .State, Territory, District of
Columbia, possession of the United States,
or forelgn country for the purpose of com-
puting the income to which such holder is
entitled.

(e) Tax withheld on taz-free covenant
vonds—For nondeductibflity of tax with~
held on tax-free covenant bonds, see sec-
tion 143 (a) (8).

° ART, 24-1. Personal and family ex-
penses—Insurance paid on a dwelling
owned and occupied by a taxpayer is a
personal egpense and not deductible.
Premiums paid for life insurance by the
insured are not deductible. In the case
of a professional man who rents a prop-
erty for residential purposes, but inci-
dentally receives clients, patients, or
callers there in connection with his pro-
fessional work ¢his place of business
being elsewhere), no part of the remb
is deductible as a business expense. If,
however, he uses part of the house for
his office, such portion of the rent as is
properly attributable to such office Is
deductible, If the father is entitled to
the services of his minor children, any
allowances which he gives them, whether
said to be in consideration of services
or otherwise, are not allowable deduc-
tions in his return of income. Amounts
paid as damages for breach of promise
to marry, attorneys’ fees and other costs
of suit to recover such damages, attor-
neys’ fees paid in a suit for separation,
alimony, and an allowance paid under
a separation agreement are not deduct-
ible from gross income. (See article 22
() (3)-1.) 'The cost of egquipment of
an Army officer to the extent only that
it is especially required by his profes-
ston and does not merely take the place
of articles required in civilian life is
deductible. Accordingly, the cost of a
sword is an allowable deduction, but the
cost of a uniform is not.

ArT, 24-2. Capital expenditures.—
Amounts paid for increasing the capital
value or for making good the deprecia-
tion (for which a deduction has been
made) of property are not deductible
from gross income., (See section 23 (D.)
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Amounts expended for securing a copy-
right and plates, which remain the
property of the person making the pay-
ments, are investments of capital. The
cost of defending or perfecting title to
property constitutes a part of the cost
of the property and is not a deductible
expense. 'The amount expended for
architects’ services is part of the cost
of the building. Commissions paid in
purchasing securities are s part of the
cost price of such securities. Commis-
sions paid in selling securities, when such
commissions are not an ordinary and
necessary business expense, are an off-
set against the selling price. Expenses
of the administration of an estate, such
as court costs, attormeys’ fees, and
executors’ commissions, are chargeable
against the corpus of the estate and
are not allowable deductions. Amounts
to be assessed and paid under an agree-
ment between bondholders or share-
holders of a corporation, to be used in
a reorganization of the corporation, are
investments of capifal and not deduct-
ible for any purpose in returns of in-
come, (See article 22 (a)-17.) An
assessment paid by s shareholder of a
national bank on account of his statu-
tory Hability is ordinarily not deductible
but, subject to the provisions of the
Act, may in certain cases represent a
loss. Expenses of the organization of a
corporation, such as incorporation fees,
attorneys’ and accountants’ charges, are
capital expenditures and not deductible
from gross income. A holding company
which guarantees dividends at a speci~
fied rate on the stock of a subsidiary
corporation for the purpose of securing
new capital for the subsidiary and in-
creasing the value of its stock holdings
in the subsidiary may not deduct
amounts paid in carrying out this guar-
anty in computing its net income, but
such payments may be added to the
cost of its stock in the subsidiary.

ART, 24-3. Premiums on business in-
surance—Premiums paid by a taxpayer
on an insurance policy on the life of an
officer, employee, or other individual fi-
nancially interested in the taxpayer’s
business, for the purpose of protecting
the taxpayer from loss in the event of
the death of the officer or employee in-
sured are not deductible from the tax-
payer’s gross income, If, however, the
taxpayer is not a beneficiary under such
a policy, the premiums so paid will not
be disallowed as deductions merely be-
cause the taxpayer may derive g benefit
from the increased efficiency of the of-
ficer or employee insured. (See articles
22 (a)-3 and 23 (a)-6 to 23 (a)-9.) In
either case the proceeds of such policies
paid by reason of the death of the in-
sured may be excluded from gross in-
come whether the beneficiary is an in-
dividual or a corporation, provided the
beneficiary is not a transferee of the
policy for a valuable consideration. (See
section 22 (b) (1) and (2) and. article
22 (b) (1-1)
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Art. 244, Amounts allocable to ex-
empt income, other then interest——(a)
Class of exempt income~As used in
this article, the term “class of exempb
income” means any class of income,
other than interest (whether or not any
amount of income of that class or classes
is received or accrued), wholly exempt
from the taxes imposed by Title I of
the Act. Included are any item or class
of income, other than interest, constiti-
tionally exempt from the taxes imposed
by Title I; any item or class, other than
interest, excluded from gross income
under any provision of section 22 or sec-
tion 116 of the Act; and any item or
class of income, other than interest, ex«
empt under the provisions of any other
law from the taxes imposed by Title X.

The object of section 24 (a) (5) is to
segregate the exempt income from tho
taxable income, in order that a double
exemption may not be obtained through
the reduction of taxable income by e¢x-
penses and other items incirred in the
production of items of income iwholly
exempt from tax. Accordingly, just as
exempt items of income are excluded
from the compufation of gross income
under section 22, so this provision of the
Act excludes from the computation of
deductions under section 23 all items
referable to the production of exempt
income, other than exempt inferest.

(b) Determination of amounls al«
locable to a class of exempl income—
No deduction may be allowed for tho
amount of any ifem or part thercof

allocable to a class or classes of exempt

income. Items, or parts of such items,
directly attributable to any class or
classes of exempt income, shall bo
allocated thereto; and items, or parts of

such items, directly attributable to any -

class or classes of taxable income, shall
be allocated thereto.

If an item is indirectly attributable
both to taxable income and exempt in-
come, a reasonable proportion thereof,
determined in the light of all the facts

and circumstances in each case, shall he

allocated to each, Apportionments must
in all cases be reasonable,

For example, If the compensation of 7

an officer or employee of a State 1s im-
mune from the Federal taxing power,
such compensation is disregarded in

computing the gross income of the officer

or employee, and no deductions from
gross income may be made for his ex-
penses in performing the service for

which the compensation is paid, or for |,

State income taxes imposed on the com«
pensation, or for losses or depreciation

attributable to the property used in por-
forming such service, or for any portion

of overhead expenses so attributable,
(c) Statement of items of exempt i1t

come—Records—A taxpayer recelving

any class of exempt income or holding
any property or engaging in any activity
the income from which is exempt shall

submit with his return as o part thereof -

an itemized statement, in detafl, thow=
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ing (1) the amount of each class of ex-
empt income, and (2) the amount of
items, or parts of items, allocated to each
such class (the amount allgcated by ap-
portionment. being shown separately) as
required by paragraph (b). If an item
is apportioned between a class of ex-
empt income and a class of taxable in-
come, the statement shall show the basis
of the apportionment. Such statement
shall also recite that each deduction
claimed in the return is not in any way
referable to exempt income. The tax-
payer shall keep such records as will en-
able him to make the allocations re-
quired by this article (see section 54).

ArT, 24-5. Losses from sales or ex-

changes between certain classes of per-
sons—(a) Individuals (including fidu-
ciaries) —In the case of sales or ex-
c¢hanges of property, directly or indi-
rectly, between individuals (including
fiduciaries) section 24 (b) (1) provides
that no deduction shall be allowed with
respect to losses arising therefrom in the
following cases: (1) between members
of a family as defined in section 24 (b)
2) (D): (2) between fiduciaries of
trusts having a common grantor; (3)
between a grantor and a fiduciary of the
same trust; or (4) between a fiduciary
of a trust and a beneficiary of such
trust.
(b) Corporations (including share-
holders) —In the case of sales or ex-
changes of property (except in the case
of distributions in liquidation) where a
corporation not acting in a fiduciary
capacity is a party to the transaction,
section 24 (b) (1) also provides that
under certain circumstances no deduc~
tion shall be allowed with respect to
Josses arising from such sales or ex-
changes, diréctly or indirectly, between
a corporation and an individual share-
holder (see section 24 (b) (1) (B)) or
between two corporations (see section
24 (b) (1) (C)). Under section 24 (b)
(1) (B) it is necessary that there be
owned, directly or indirectly, by or for
the individual a party to the transac-
tion, more than 50 percent in value of
the stock of the-other party to the
transaction on the date of the sale or
exchange. Under section 24 (b) (1) (©),
however, as provided therein, not only
must more than 50 percent in value
of the outstanding stock of each of such
corporations be owned, directly or in-
directly, on the date of the sale or ex-
change by or for the same individual,
but one of the corporations must be
either a personal holding company as
defined in section 402, or a foreign per-
sonal holding company as defined in sec-
tion 331, for the taxable year preceding
the date of the sale or exchange. It is
‘not necessary that either of the corpora-
tions be a persoral holding company or
a foreign personal holding company on
the date of the sale or exchange.

(¢) Stock ownership rule—For the)

purpose of paragraph (b) of this article,
the ownership of stock shall be deter-

mined in accordance with the rules pro-
vided in section 24 (b) (2). In order
that an individual shall be considered
under section 24 (b) (2) (C) as con-
structively owning the stock of a cor-
poration owned, directly or indirectly,
by or for his partner, such individual
must himself own, directly or indirectly,
stock of such corporation. On the other
hand, under section 24 (b) (2) (B) an
individual need not own any stock of a
corporation, either directly or indirectly,
in order to be considered as construc-
tively owning the stock of such corpora-
tion which is owned, directly or indi-
rectly, by or for any member of his
family.

(@) INlusirations of the application of
section 24 (b) —The application of sec-
tion 24 (b) may be illustrated by the
following examples:

Ezxample (1): On July 1, 1938, the M
Corporation owned all of the stock of
the O Corporation which for the
calendar year 1937 was & personal hold-
ing company under section 352 of Title
TA of the Revenue Act of 1936, as
amended by the Revenue Act of 1937.
On that day all of the outstanding stock
of the M Corporation was owned by A.
By the application of the rule provided
in section 24 (b) (2) (A), the stock in
the O Corporation owmed by the M
Corporation is considered to be owned
constructively by A, the sole stockholder
of the M Corporation. Such construc-
tive ownership of the stock of the O Cor-
poration by A is considered as actual
ownership for the purpose of applying
the family rule provided in section 24
(b) (2) (B) to make g member of A’s
family, as, for example, his wife AW,
the constructive owner of the stock of
the O Corporation. But the construc-
tive ownership of the O Corporation
stock by AW may not be considered as
actual ownership by AW for the pur-
pose of again applying the family rule co
as to make a member of AW's family,
for example, her father, AWF, in turn
constructive owner of such stock. These
rules apply in the same manner and
with the same effect in determining the
ownership of stock in the M Corpora-
tion,

Accordingly, assuming that A, AW,
AWTF, the M Corporation and the O Cor-
poration make their income returns on
the basis of a calendar year and that
there was no distribution in complete or
partial liquidation of the M or O Corpo-
ration, no deduction is allowable under
section 24 (b) (1) with respect to losses
from sales or exchanges of property
made on July 1, 1938, between any of
such individuals or corporations, except
as between A and AWF and between
AWF and the M or O Corporation.

Ezample (2): On June 15, 1938, all of
the stock of the N Corporation was
owned in equal proportions by A and A’s
partner, AP. Except in the case of dis-
tributions in complete or partial liquida-
tion by the N Corporation, no deduction
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is allowable with respzct to losses from
sales or exchanges of property madz on
June 15, 1938, between A and the I¥ Cor-
poration or AP and the 1T Corporation
inasmuch as, by the application of sz¢-
tion 24 (b) (2) (C), each pariner is
considered as having owned the stock
owned by the other and, therefore, is
considered as having owned more than
50 percent in value of the ouistanding
stockof the N Corporation. Deductions
for loszes from cales or eschanges be-
tween A’s brother, AB, and the N Cor-
poration, or between AP and A, or AP
and AB are nob prohibited by section
24 (b).

ArT. 24-6. Dicallowance of deductions
Jor unpaid exnenses and interest—The
application of section 24 (c) may be il-
lustrated by the following example:

Ezample: A is the holder and owner
of an interest-bearing note executed by
the M Corporation all of the stock of
which is owned by him. A and the M
Corporation make their income refirns
on the basls of a calendar year but the
A Corporation makes its returns on the
accrual basis and A makes his returns on
the cash recelpts and disbursements
basis. The M Corporation does not pay
any interest on such note during the
calendar year 1938 or within two and
one-half months after the close thereof,
but clalms a deduction for the year 1938
with respect to the interest accruing on
the note in that year. A, bzing on the
cash receipts and disbursements basis,
does not include such interest in his re-
turn for the year 1938. By the applica-
tion of section 24 (¢), no deduction for
such interest is allowable in computing
the net income of the M Corporation
for the year 1938. The provisions of
such section 24 (¢) do not otherwise af-
fect the general rules governing the al-
lowance of deductions under the accrual
basls. Hence, in the event the M Cor-
poration should pay such interest after
March 15, 1939, no deduction therefor
would be allowable in computing its net
income for the year in which the pay-
ment was made.

Anr. 24-1. Life or terminable infer-
ests~Amounts pald to the holder of a
life or terminable interest acquired by
eift, bequest, or inheritance shall not
be subject to any deduction for shrink-
age (whether called depreciation or any
other name) in the value of such in-
terest due to the lapze of time. In other
words, the holder of such an interest so
acquired may not set up the value of
the expected future payments as corpus
or principal and claim deductions for
shrinkage or exhaustion thereof due fo
the passane of time. (See ssction 113
(a) (5).)

No deductions shall be allowed in the
case of o life or terminable interest ac-
quired by gift, bequest, or inheritance, if
the estate or trust is entitled to a de-
duction under the Act but there is no
reduction of the income of the life or
terminable interest. For example, an
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securities at a loss; if, under the laws
of that State, the beneficiary suffers no
actual loss, then even though the es-
tate or trust is permitted to deduct such
loss in making its return, the benefi-
ciary whose income has not been dimin-
ished thereby is nof entitled {o a deduc-
tion on account of such loss, but must
include in his return the full amount
distributed or distributable. (Seé sec-
tion 162.) However, in the case of
property held by one person for -life
with remainder to another person and
in the case of property held in trust,
see section 23 () as to depreciation and
section 23 (m) as to depletion.

CHAPTER V

Credits Against Income

Sec. 25. Credits of individual against net
{ncome~—(a) Credits for normal tax only—
‘There shall be allowed for the purpose of
the normal tax, but not for the surtax, the
following credits against the net income:

(1) Interest on United States obliga-
tions—The amount received as interest
upon obligations of the United States which
is included in gross income under section 22.

(2) Interest on oblgations of instrumen-
talities of the United States-——The amount
receit\;ed. ag interest on obugait;_’ions %f) 8 cor-
poration organized under Act of ngress,
it (A) such corporation is an instrumen-
tality of the United States; and (B) such
interest is included in gross income under
section 22; and (C) under the Act authariz-
ing the issue thereof, as amended and sup~
plemented, such interest is exempt from
normal tax.

(3) Earned income credit—10 per centum
of the amount of the earned net income,
but not in excess of 10 per centum of the
amount of the net income.

(4) Earned fncome definitions—For the
purposes of this section—

(A) “Barned income” means wages, sala-
xies, professional fees, and other amounts re-
celved as compensation for personal services
actually rendered, but does not include any
amount not included in gross income, nor
that part of the compensation derived by
the taxpayer for personal services rendered
by him to a corporation which represents a
distribution of earnings or profits rather
than a reasonable allowance as compensation
for the personal services actually rendered.
In the case of a taxpayer engaged in a trade
or business In which both personal services
and capifal are material income producing
factors, a reasonable allowance as compen-
satlon for the personal services actually
rendered by the taxpayer, not in excess of 20
per centum of his share of the net profits
of such trade or business, shall be consid~
ercd as earned income. :

(B) “Earned income deductions” means
such deductions as are allowed by section 23
for the purpose of computing net income,
and are properly allocable fo or chargeable
against earned income.

(C) “Earned net income” means the ex-
cess of the amount of the earned income
over the sum of ‘the earned income deduc-
tions. If the taxpayer’s net income is not
more than 83,000, his entire net income shall
be considered to be earned net fncome, and
if his net income is more than §3,000, his
earned net income shall not be considered
to be less than 83,000, In no case shall
the earned net income be considered to be
more than $14,000.

(b) Credits for both normal taz and sur-
taz~There shall be allowed for the pur-
poses of the normal tax and the surtax
the following credits against net income:

(1) Personal exemption—In the case of a
single person or a married person not Nv-

with husband or wife, & personal ex-
empiion of $1,000; or in the case of the
head of a family or a married person living
with husband or wife, a personal exemp-
tion of $2,500. A husband and wife llving
together shall receive but one personal ex-
emption. The amount of such personal ex-
emption shall be $2,600. If such husband
and wife make separate returns, the personal
exemption may be taken by either or divided
between them.

(2) Credit for dependents—$400 for each
person (other than husband or wife) de-
pendent upon and receiving his chief sup-
port from the taxpayer if such dependent
person is under eighteen years of age or is
incapable of self-support because mentally
or physically defective.

(3) Change of status—If the status of
the taxpayer, insofar as it affects the per-
sonal exemption or credit for dependents,
changes during the tazable year, the per-
sonal exemption and credit shall be appor-
tioned, under rules and regulations pre-
scribed by the Commissioner with the ap-
proval of the Secretary, in accordance with
the number of months before and after
such change. For the purpose of such ap-
portionment a fractional part of a month
shall be disregarded unless it amounts to
more than half a month in which case it
shall be considered as a month.

ART. 25~1. Credits of individual against
net income—~For the purpose of com-
puting the normal tax the taxpayer’s
net income as determined pursuant to
sections 21-24 is first reduced by the
sum of the allowable credits. These
include interest exempt from normal tax
only (and hence included in gross in-
come) received upon (1) obligations of
the United States and (2) obligations of
corporations organized under Act of
Congress which are instrumentalities of
the United States; an earned income
credit; a personal exemption; and a
credit for dependents. (See section
22 (b) €4).) TFor the purpose of com~
puting the surtax the tfaxpayer’s net
income is enfitled to none of these
credits, ezcept the credit for personal
exemption and credit for dependents.

ArT, 25-2. Earned income credit.—
Under section 25 (a) (3) the earned in-
come credit allowable for the purpose of
computing the normal tax is 10 percent
of the amount of the earned net income,
but not in excess of 10 percent of the
amount of the enfire nef income."

The entire amount received as pro-
fessional fees may be {reated as earned
income if the texpayer is engaged in a
professional occupation, such as a doctor
or & lawyer, even though he employs as-
sistants to perform part or all of the
services, provided the clients or patients
are those of the taxpayer and look to
the tazpayer as the person responsible
for the services performed. In the case
of a husband and wife domiciled in g
so-called community property State and
rendering separate income tax returns
on the community income basis, one-half
of the income derived from personal
services rendered by one spouse may be
treated as earned income in the separate
return of the other spouse.

In the case of a taxpayer engaged in a
trade or business in which both per-
sonal services and capital are material
income-producing factors, a reasonable
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allowance as compensation for the per«
sonal services actually rendered by the
taxpayer shall be considered earned in-
come, but the total amount which shall
be treated as the earned income of the
taxpayer from such & trade or business
shall, in no case, exceed 20 percent of
his share of the net profits of such trade
or business, No general rule can be
prescribed defining the trades or busi«
nesses in which personal services and
capital are material income-producing
factors, but this question must be de-
termined with respect to the facts of the
individual cases.

The provisions of sections 26 (a) (3)
and 25 (a) (4) may be illustrated gon-
erally by the following examples:

Ezample (I): An individual received
income from interest on bonds during
the calendar year 1938 amounting to
$6,000, His allowable deductions under
section 23 for that year amounted to
$2,000. He Is entitled to an earned
income credit of $300, computed as
follows:

Gross income £6, 000
Allowable dedUCHONS crwmmesemucnaus 3,000

it

4,000

Entire net income.
Earned net income allowable under
section 25 (8) (4) (0)mecmccauan - 9,000
Earned income credit allowable (10
percent of £3,000) ccccacccac. mea 800
Example (2): An individual received
a salary of $20,000 as a traveling sales
man for the calendar year 1938. His
allowable deductions under section 23
for that year amounted to $12,000, of
which $2,000 was for traveling expenses
in the course of his business and $10,000
was for g loss of his home from fire. His
net income is $20,000 minus $12,000,
or $8,000. He is entitled to an earned
income credit of $800, computed as
follows:
Earned income 820, 000
Earned income deductions. 2,000
Earned net incomo before ap«
plying Umitation in scotion
25 (8) (4) (0)eenomacn i
Earned net income as limited to
mazimum amount prescribed by
section 25 (B) (4) (C)mccacacun -
Earned income credit bofore apply
ing Iimitatfon fn scction 25 (a)
(3) (10 percent of £14,000) c.emcn
Earned income credit allowablo as
limited by section 26 (a) (3) (10
percent of $8,000, not incomo) ... 800
Ezample 3: During the calendar yeay
1938 an individual was engaged in o
business in which both personal services
and capital were income-producing fac«
tors. A reasonable allowance as coms
pensation for the personal sorvices
actually rendered by the taxpayer in the
conduct of the business for that year was
$10,000. The net profits of the business
were $35,000, which constituted his net
income for the year. He is entitled to
an earned income credit of $700, com~
puted as follows:
Earned income before applying limi~
tation in section 256 (a) (4) (A). 910,000
Farned income as limited by section
25 O(a.) (4) (A) (20 percent of

a ]

18, 000
14, 000

1,400

000

.
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Earned income credit allowable (10
percent of $7,000) oo 700

AgrT, 25-3. Amount of personal exemp~
tion allowable—A single person or &
married person not living with husband
or wife is entitled to a personal exemp-
tion of $1,000 and the head of a family
or a married person living with husband
or wife to $2,500, regardless of the
amount of the nef income. A husband
and wife living together have but one
personal exemption, which is $2,500. If
they make separate returns, each may
claim one-half of the personal exemp-
tion, or such exemption may, in accord-
ance with an agreement entered into by
them, be taken by either or divided be-
tween them in any proporiion.

ArT. 25-4. Personal exemption of
head of family—A head of a family is
an individual who actually supports and
maintains in one household one or more
individuals who are closely connected
with him by blood relationship, rela-
tionship by marriage, or by adoption,
and whose right to exercise family con-
trol and provide for these dependent
individuals is based upon some moral or
legal obligaiion. In the absence of con-
tinuous actual residence together,
whether or not a person with dependent
relatives is 4 head of a family within
the meaning of the Act must depend
on the character of the separation. If
a father is zbsent on business, or a
child or other dependent is away at
school or on g visit, the common home
being still maintained, the additional
exemption applies. If, mmoreover,
through force of circumstances a parent
is obliged to maintain his dependent
children with relatives or in g hoarding
house while he lives elsewhere, the addi-
tional exemption may still apply. If,
however, without necessity the depend-
ent continuously makes his home else-
where, his benefactor is not the head of
a family, irrespective of the question of
support. A resident alien with children
abroad is not thereby entitled to credit
as the head of a family. As to the
amount of the exemption, see article
25-3.

ART. 25-5. Personal exemuplion of mar-
sied person—In the case of a married
man or married woman the joint ex-
emption replaces the individual exemp-
tion only if the man lives with his wife
or the woman lives with her husband.
In the absence of continuous actual resi-
dence together, whether or not a man
or woman has a wife or husband living
with him or her within the meaning of
the Act must depend on the character of
the separation. If merely occasionally
and temporarily a wife is away on a
. visit or a husband is away on business,
the joint home being maintained, the
additional exemption applies. The un-
avoidable absence of a wife or husband
at a sanatorium or asylum on account
of illness does not preclude claiming
the exemption. If, however, the hus-
band voluntarily and continuously makes

his home at one place and the wife
hers at another, they are not living to-
gether within the meaning of the Act,
irrespective of their personal relations.
A resident alien with a wife residing
abroad is not entitled to the joint ex-
emption.

AR, 25-6. Credil jor dependents—A
taxpayer, other than & nonresident alien
who is not & resident of Canada or
Mexico (see section 214), recelves a
credit of $400 for each person (other
than husband or wife), whether related
to him or not and whether living with
him or not, dependent upon and receiv-
ing his chief support from the taxpayer,
provided the dependent is elther (a)
under 18, or (b) incapable of self-sup-
port because defective.

The credit is based upon actual finan-
cial dependency and not mere legal de-
pendency. It may accrue to o taxpayer
who is not the head of o family. But a
father whose children receive half or
more of their support from a trust fund
or other separate source is not entitled
to the credit.

ART. 25-7. Personal exemption and
credit for dependents where stalus
changes—If the status of the taxpayer
changes during the taxable year, the
personal exemption allowed by secHon 25
(b) (1) to a single person, a married
person not living with hushand or wife,
& head of g family, or a married person
living with husband or wife, and the
credit for dependents allowed by secHon
25 (b) (2) will be apportioned accord-
ing to the number of months during
which the taxpayer cccupled each status.
A taxpayer not having the status of a
head of g family or the status of a3 mar-
ried person lving with husband or wife
shall be considered as having the status
of a single person. For the purpose of
the apportionment of the personal ex-
emption and credit for dependents o
fractional part of a month shall be dis-
regarded unless it amounts to more than
half g month, in which case it chall be
considered as & month. In general, the
personal exemption and credit for de-
pendents allowable to any taxpayer will
be the sum of the amounts apportioned
to the several periods of the taxable year
during which each status was accupled.

Ezample (1): A, who had been sinsle
during the preceding months of 1938,
married B on July 20 and lived with her
during the remainder of the year, If a
joint return is made by A and B on the
calendar year basis for 1938, the perconal
exemption will be $2,208.33; that is, 7}»
of $1,000 for A while sinrle, plus 74~ of
$1,000 for B while single, plus £i» of
$2,500 for the pericd duripg which they
were married. If separate returns are
made by A and B on the calendar year
basis for 1938, each may claim a perzonal
exemption of $1,104.17; that is, 7o of
$1,000, plus 1% of Sio of $2,500. In the
latter case, however, the joint exemption
of Ti» of $2,500 meay by agrecment be
taken either by A or B or divided betwean
them in any proportion.
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Example (2) : A and B, who were heads
of families during th2 first six months of
1938, were married on July 1, 1938, and
lived together during the remainder of
the year. If a joint refurn is made by A
and B on the calendar year basis for
1938, the personzl exemption will be
$3,750; that is, 12 of $2,500 for A while
the head of a family, plus 1% of $2,500
for B while the head of a family, plus 1%
of $2,500 for the period during which
they were married and living tozether.
If separate returns are made by A and
B on the calendar year basis for 1928,
each may claim a personzl exemption of
$1,875; that is, 15 of $2,500, plus 3% of
14 of $2,500. In the latter case, however,
the joint exemption of 1% of $2,500 may
by agreement be taken either by A
or B or divided between them in any
proportion.

Ezample (3): A and B were married
and lving together until November 30,
1938, when B, the wife, died. They had
no dependents. The executor or admin-
istrator in making a return for B may
claim a personzal exemption of $1,229.16;
that is, 1% of - of 52,500, or $1,145.83,
for the period from the bezinning of the
taxable year to the date of the dece-
dent’s death, plus 3{» of $1,000, or $83.33,
for the period from the date of the dece-
dent's death to the close of the taxable
year. If A, the surviving spouse, makes
o return for 1938 on the calendar year
basls, he may claim a personal exemp-
Hon of $1,229.16; that i3, 1% of 3152 of
$2,500, or $1,145.83, phus ¥io of $1,000, or
$83.33. However, the combined personal
exempton of A and B for the period
during which they were married and liv-
ing together, that is, 4. of $2,500, or
$2,291.67, may by acreement be faken
either by A, or by B's execuior or ad-
ministrator in behalf of B, or divided
between them in any proportion.

Ezample (4): A furnished the chief
support of a child under 18 years of age
until the death of the child on June 20,
1938. If A makes a refurn on the cal-
endar year basls for 1938, he is enfitled,
in addition to the personal exemption
allowed under secHon 25 (b) (1), fo 2
credit for dependents in the amount of
$200; that is, ¢jo of $400.

Ezxample (5): A and B were married
and lving together until June 30, 1938,
when A, the husband, died. Prior to the
date of death, A was the chief support
of a child 10 years of age. B, the sur-
viving spouse, was the chief support of
the child durinz the remainder of the
year. If B makes o return for 1933 on
the calendar year basis, she is entifled,
in addition to a personal exemption, to
a credit for dependents in th2 amounb
of $200; that is, 912 of $400. The execu-
tor or administrator in making a rebirn
for A is entitled, In addition fo a par-
csonal ezemption, fo & credit for depznd-
ents in the amount of $200; that is, Ci2
of $400.

8zrec. 26. Credits of corpsretions—In tue
cac? of o corporation thz following credits
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shall be allowed to the extent provided in
the various sections imposing tax—

(@) Interest on obligations of the Uniled
States and its instrumentalities.——The
amount received as interest upon obligations
of the United States or of corporations
organized under Act of Congress which is
allowed to an individual as a credit for pur-
poses of normal tax by section 25 (a) (1)
or (2).

(b) Dividends received.—85 per centum of
the amount received as dividends from a
domestic corporation which is subject to
taxation under this title, but not in excess
of 85 per centum of the adjusted net in-
come. The credit allowed by this subsec-
tion shall not be allowed in respect of divi-
dends received: from a corporation organ-
ized under the China Trade Act, 1922, or
from a corporation which under section 251
is taxable only on its gross income from
gources within the United States by reason
of its receiving a large percentage of its
gross income from sources within & posses-
sion of the United States.

(¢) Net operating loss of preceding yeur—
(1) Amount of credit—The amount of the
net operating loss (as defined in paragraph
(2)) of the corporation for the preceding
taxable year, but not in excess of the ad-
justed net income for the taxable year.

(2) Definition—As used in this title the
term. “net operating loss” means the ex-
cess of the deductions allowed by this title
over the gross income, with the following
exceptions and limitations—

(A) The deduction for depletion shall not
exceed the amount which would be allow-
able if computed without reference to dis-
covery value or to percentage depletion
under section 114 (b) (2), (3), or (4);

(B) There shall be included in computing
gross income the amount of interest re-
ceived which is wholly exempt from the
taxes imposed by this title, decreased by
the amount of interest pald or accrued
which is not allowed as a deduction by sec-
tion 23 (b), relating to interest on indebted-
ness incurred or continued to purchase or
carry certain tax-exempt obligations.

(d) Bank affiliates—In the case of a hold-
ing company affiliate (as defined in section 2
of the Banking Act of 1933), the amount
of the earnings or profits which the Board
of Governors of the Federal Reserve System
certifies to the Commissioner has heen de-
voted by such affiliate during the taxzable
year to the acquisition of readily marketable
assets other than bank stock in compliance
with section 5144 of the Revised Statutes.
The aggregate of the credits allowable under
this subsection for all taxable years begin-
ning after December 31, 1935, shall not exceed
the amount required to be devoted under
such section 5144 to such purposes, and the
amount of the credit for any tazable year
shall not exceed the adjusted net income for
such year.

(e) Dividends paid credil—For corpora-
tion dividends paid credit, see section 27.

(f) Consent dividends credit—For corpo-
ration consent dividends credit, see section
28,

ARrT. 26-1. Credit of corporation for
interest on obligations of the United
States and its instrumentalilies—The
credit allowed by section 26 (a) is an
amount equal to the interest received
upon obligations of the United States or
of a corporation organized under Act of
Congress (if such corporation is an in-
strumentality of the United States and
under the Act authorizing the issue of
such obligations, as amended and sup-
plemented, such interest is in the case of
individuals exempt from normal tax)
which is included in gross income under
section 22.

ARrT. 26-2. Credit of corporation for
net operating loss of preceding year——
Since the net operating loss credit al-
lowed by section 26 (¢) cannot exceed
the adjusted net income for the faxable
year, it is the smaller of the following
amounts:

(a) The excess of the deductions al-
lowed by Title I for the preceding tax-
able year over gross income for such
year, both computed in accordance with
the exceptions and limitations provided
by section 26 (¢) (2).

(b) The adjusted net income for the
taxable year, i. e., the net income minus
the credit provided by section 26 (a) (see
section 13 (a)).

In computing deductions for the pre-
ceding taxable year any deduction for
depletion shail be computed without ref-
erence to discovery value or percentage
depletion under section 114 (b) (2), (3),
or (4) (see article 23 (m)-2). The basis
for such depletion is the basis provided
in section 113 (a), adjusted as provided
in section 113 (b), for the purpose of
determining the gain upon the sale
or other disposition of the property
involved.

In computing the gross income for the
preceding taxable year there must be
included the excess, if any, of the
amount of any interest received which is
wholly exempt from taxes imposed by
Title I over the amount of interest paid
or accrued which is not allowed as &
deduction by section 23 (b), relating to
interest on indebtedness incurred or con-~
tinued to purchase or carry certain tax-
exempt obligations.

Ezample: For 1939 the X Corporation,
which makes its income tax returns on
the calendar year basis, has 2 net income
of $10,000, included in which is $2,000
of interest on United States obligations
allowed as a credit under section 26 (a).
For 1938 its gross income was $5,000,
and its allowable deductions were $10,-
000. Included in such deductions was
$3,000 for depletion based on discovery
value. If depletion had been computed
without reference to discovery value or
to percentage depletion the amount of
such deducfion would have been $1,000.
For 1938 the corporation had $3,000 of
wholly tax-exempt inferest, and paid
$2,000 in interest on indebtedness in-
curred to carry the obligations from
which such tax-exempt interest was de-
rived. The neb operating loss credit
available to such corporation for 1939 is
$2,000, computed as follows:

Deductions for 1938. ... $10, 000
Less excess of depletion de-

duction computed on basls

of discovery value over

amount allowabla for de-

pletion without reference

to discovery value or per-

centage depletion (23,000—

$1,000) 2, 000
Deductions as limited by section 26

(c) (2) (&)

€8, 000
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Gross income for 1938.cac-a.
Plus tax-exempt interest mi«
nus interest paid ($3,000—

&6, 000

$2,000) 1,000
Gross income contemplated by soce
tion 26 (€) (2) (B)amucnmumamun - 0,000
Excess of deductions over gross in-
come for 1938 3,000
| ———r ]
Net income for 1939 v vcuuna 10, 000
Less credit under section 26 (a) for
interest recelved 2,000
Adjusted net income for 1939...caua 8,000

The net operating loss credit is $2,000,
that amount not being in excess of the
adjusted net income for 1939,

ART. 26-3. Bank afiiliates~—The credlt
provided in section 26 (d) is allowed—

(1) to a holding company afiilinto of
a bank, as defined in section 2 of the
Banking Act of 1933, which holding
company affiliate holds, at the end of
the taxable year, a general voting permit
granted by the Board of Governors of
the Federal Reserve System;

(2) in the amount of the earningg or
profits of such holding company afflliate
which, in compliance with section 5144
of the Revised Statutes, has been de«
voted by it during the taxable year to
the acquisition of readily marketable ag«
sets other than bank stock;

(3) upon certification by the Board of
Governors of the Federal Reserve Sys«
tem to the Commissioner that such an
amount of the earnings or profits has
been so devoted by such affiliate during
the taxable year.

No credit is allowable under section 26
(d) for the amount of readily marketabla
assets acquired and on hand at the be-
ginning of the first taxable year subject
to the Revenue Act of 1938, whether or
not a credit was allowed for all or paxt
of such amount under section 26 (d)
of the Revenue Act of 1936, or for an
amount of readily marketable assets in
excess of what is required by such section
5144 to be acquired by such affiliate, or
in excess of the adjusted net income for
the taxable year. Nor may the aggre--
gate of the credits allowable under sec-
tion 26 (@) of the Revenue Acts of 1936
and 1938 exceed the amount required to
be devoted under section 5144 to the ac-
quisition of readily marketable assets
other than bank stock.

Every taxpayer claiming and making o
deduction for the credit provided for in
section 26 (d) shall attach to its return
a supplementary statement, in duplicato,
setting forth all the facts and informa-
tion upon which the claim is predicated,
including such facts and information as
the Board of Governors of the Federal
Reserve System may prescribe as neces-
sary to enable it, upon the request of
the Commissioner subsequent to the fil-
ing of the return, to certify to the Com-
missioner the amount of earnings or
profits devoted to the acquisition of such
readily marketable assets. A certifled
copy of such supplementary statement
shall be forwarded by the taxpayer to
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the Board of Governors at the time of
the filing of the reikrm. The holding
company affiliate shall also furnish the
Board of Governors such further infor-
mation as the Board shall require. For
the requirements with respect to the
amount of such readily marketable as-
" sets which must be acquired and main-
tained by a holding company affiliate to
which a voting permit has been granted,
see subsections (b) and (c) of section
5144 of the Revised Statutes (paragraph
64 of the Appendix to these regulations).
Sec. 27. Corporation dividends paid credit.—
(e) Definition in general—As used in this
title with respect to any taxable year the
term “dividends paid credit” means the sum
of:
(1) The basic surtax credit for such year,
computed as provided in subsection (b):
(2) The dividend carry-over to such year,
computed as provided in subsection (c):
_ (38) The amount, if any, by which any
deficit in the accumulated earnings an
profits, as of the close of the preceding tax-
able year (whether beginning on, before, or
after January 1, 1938), exceeds the amount
of the credit provided in section 26 (c) (re-
lating to net operating losses), for such
preceding taxable year (if beginning after
December 31, 1937); and .

(4) Amounts used or irrevocably set aside
to pay or to retire indebtedness of any kind,
if ‘such amounts are reasonable with re-
spect to the size and terms of such indebted-
ness. As used In this p ph the term
“indebtedness” means only an indebtedness
of the corporation existing at the close of
‘business on December 31, 1937, and evidenced
by a bond, note, debenture, certificate of
indebtedness, mortgage, or deed of trust,
issued by the corporation and in existence
at the close of business on December 31,
1937, or by a bill of exchange accepted by
~the corporation prior to, and in existence at,

. the close of business on such date. Where
the indebtedness is for a principal sum, with
interest, no credit shall be allowed under
this paragraph for amounts used or set aside
to pay such interest.

ArT, 27 (8)-1. Dividends paid credit.—.-
The amount of the dividends paid credit
provided by section 27 (a) is an amount

equivalent to the sum of the following:

(1) The bhasic surtax credit for the
taxable year. For computation of the
basic surtax credit see section 27 (b).

(2) The dividend carry-over to the
taxable year. For computation of the
dividend carry-over see section 27 (¢).

(3) The deficit credit provided by sec-
tion 27 (a) (3).

(4) Amounts used or irrevocably set
aside to pay or to retire indebtedness as
provided in seclion 27 (a) (4.

ArT. 27 (a)-2. Deficit credit—Includ-
ed in the dividends paid credit is an
amount equal to the excess of any deficit
in accumulated earnings and profits as
of the close of the preceding taxable year
(whether beginning on, before, or after
January 1, 1938) over the net operating
Yoss credit allowed by section 26 (¢) for
such preceding taxable year (if begin-
ning after December 31, 1937). The full
amount of such deficit is includible in
computing the dividends paid credit for
the first taxable year beginning after
December 31, 1937, since no net oper-
ating loss credit will be avaiiable until

the second taxable year subject to the
Act.

A deficit in accumulated earnings and
profits can arice only out of the opera-
tion of the business at a loss and cannot
be caused by distributions to sharehold-
ers in excess of the amount of accumu-
lated earnings and profits. If distribu-
tions are made to shareholders cut of
accumulated earnings and profits, how-
ever, such distributions may contribute
to the creation of a deficit by so ex-
hausting the accumulated earnings and
profits that they are incapable of ab-
sorbing & loss thereafter resulting from
the business, It is the subsequent op-
erating loss, however, and not the dis-
tribution which creates the deficit. For
example, the X Corporation, which
makes its income tax returns on the cal-
endar year basis, has on January 1, 1933,

d | accumulated earnings and profits of

$100,000. During 1938 there are no
further earnings and profits. On Feb-
ruary 1, 1938, operating losses have re-
duced the accumulated earnings ond
profits account to $50,000. On March 1,
1938, $90,000 is distributed to sharchold-
ers. On April 1, 1938, an operating loss
of $40,000 is incurred. There is no fur-
ther change during the tazable year.
Though the corporation closes its year
with total assets of $180,000 less than it
had on January 1, 1938, and $90,000 of
that amount was attributable to oper-
ating losses, only $40,000 constitutes a
deficit in accumulated earnings and
profits as of the close of the year. If,
however, no operating lesses were in-
curred up to February 1, $90,000 was
distributed to shareholders on February
1, a $50,000 operating loss was incurred
on March 1, and a $40,000 operating
loss on April 1, the corporation’s deficit
in accumulated earnines and profits
would be $80,000 as of the close of the
year.

ArT. 27 ()-3. Amounts uscd or irre-
vocably set aside to pay or to relire in-
debiedness— (@)  Indebtcdness.—'The
term “indebtedness” means an ¢bliga-
tion of the corporation, ab:olute and not
contingent, to pay, on demand or within
a given time, in cash or cther medium,
a fixed amount, existing at the cloze of
business on December 31, 1937, and evi-
denced at the time payment is made or
amounts are irrevocably set aside by a
bond, note, debenture, certificate of in-
debtedness, mortgage, or deed of trust,
issued by the corporation and in exist-
ence at the close of business on Dscem-
ber 31, 1937, or by a bill ¢f ezchanze ac-
cepted by the corporation prior to, and
in existence at, the close of business on
December 31, 1937. The mere cubstitu-
tion, after December 31, 1937, of ceveral
instruments for one instrument, or one
instrument for several instruments, ex-
isting at the close of businezs on such
date, where there is no change in terms
except the substitution of a cerles of dif-
ferent amounts equal in the agegremate
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to the total principal amount of the in-
strument or instruments surrendered (as,
for ezample, where two $50,000 bonds
are icsued in exchange for one $100,000
bond, or where one $100,000 bond is
izued in exchange for two $50,000
bonds), or the relssue of 2 lost or de-
stroyed instrument, or the issus of z
new instrument to a transferee, will not
deprive a corporation of the bensfits
of section 27 (a) (4.

Double credifs are not permitfed,
either for the same year or for separate
years. Thus, amounts which have been
or may be properly taken as a credit
pursuant to section 27 (e) of the Ack
or secHon 27 (d) of the Revenue Act of
1936 (both sections relating to dividends
in coblications of the corporation) may
not again ba included in the dividends
paid credit under section 27 (2) (4)
when the chligations are paid. No credit
may be allowed under section 27 (a) (4)
for amounts used or irrevocably set aside
to pay or retire indebtedness which rep-
rezents an item which is allowable as a
deduction from gross income, either for
the same year or a different year. Thus
the agrregate of the credits allowable
under section 27 (2) (4) for zmounts
used or irrevocably set aside to pay or to
retire obligations issued at a discount
may not exceed the issue price of such
obligations.

The credit provided by szction 27 (2)
(4) extends only to amounts used or
frrevocably set aside to pay or to retire
the principal of indebtedness evidenced
by the types of oblizations enumerated
in that section. The denial of z credif
for amounts used or ssft aside to dis-
charge an oblization to pay interest ap-
plies whether the interest involved be-
came due on, before, or after January
1, 1938. If interest is allowable as a
deduction under section 23 (b) or a cor-
responding section of a prior income fax
law when pald or accrusd or would be
50 allowable if it were not for the ex-
ception contained in such section or
cection 24 (c), no credit will be allowed
under section 27 (a) (4) with respact
to such interest, despite the fact that
such interest moy have been funded and
forms part or all of the principal amonnt
of an oblication of the character de-
ceribed in section 27 (2) (4).

Indebtedness incurred throush the as-
sumption of the liabilities of ancther
is not indebtedness within the meaning
of cection 27 (a) (4), even thouch such
assuraption teok place prior to January
1, 1938, unless evidenced by one or more
of the instruments enumerated in such
secton, issued by the faxpayer prior to,
and In existence af, the close of busi-
ness on Decamber 31, 1837. Similarly,
indebtedness represented by a renewal
oblication Issued after December 31,
1937, will not be classed as indebtedness
for the pmrposes of saction 27 (3) (4).

) Amounts used or #zrrevocably set
aside—The credit is allowable, in any
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taxable year, only for amounts used or
irrevocably set aside in that year. The
use or irrevocable setting aside must be
to effect the extinguishment or dis-
charge of indebtedness, The issuance
of g renewal obligation will, therefore,
not result in an allowable credit. If
amounts are set aside in one year, no
credit is allowable for such amounts for
a later year in which actually paid. As
long as all other conditions are satis-
fied, the aggregate amount allowable as
a credit for any taxable year includes all
amounts (from whatever source) used
and, as well, all amounts (from what-
ever source) irrevocably set aside,
irrespective of whether in cash or
other medium. Double credits are not
permitted.

(¢) Reasonableness of the amounts
with reference to the size and terms of
the indebledness.—The reasonableness of
the amounts used or iérrevocably set
aside must be determined by reference to
the size and terms of the particalar in-
debtedness. Hence, all the facts and
circumstances with respect to the nature,
scope, conditions, amount, maturity, and
other terms of the particular indebted-
ness must be shown in each case.

Ordinarily an amount used to pay or
retire an indebtedness, in whole or in
part, at or prior to the maturity and in
accordance with the terms thereof will
. be considered reasonable, and may be
allowable as a credit for the year in
which so used, if no adjustment is re-
quired by reason of an amount set aside
in a prior year for payment or retire-
ment of the same indebtedness,

All amounts irrevocably set aside for
the payment or retirement of an in-
debtedness in accordance with and pur-
suant to the terms of the obligation, for
example, the annual contribution to
trustees required by the provisions of a
mandatory sinking fund agreement, will
be considered as complying with the
statutory requirement of reasonableness.
To be considered reasonable it is not
necessary that the plan of retirement
provide for a retroactive setting aside of
amounts for years prior to that in which
the plan is adopted. However, if a
voluntary plan was adopted prior to 1938,
no adjustment is allowable in respect of
the amounts set aside in the years prior
to 1938.

[SEC. 27. Corporation dividends paid
credit.]

(b) Basic surtar credit.—As used in this

title the term “basic surtaxz credit” means
the sum of:

(1) The dividends pald during the tazable
year, increased by the consent dividends
credit provided In section 28, and reduced
by the amount of the credit provided in sec-
tion 26 (a), relating to interest on certain
obligations of the United States and Gov-
ernment corporations;

(2) In the case’of a taxable year begin-
ning after December 31, 1938, the net o
eiz)itlng loss credit provided in section 26 (c)
(1);

(3) The bank affillate credit provided in
section 26 (d).

The aggregate of the amounts under para-
graphs (2) and (3) shall not exceed the ad-
Justed net income for the taxable year.

ArT. 27 (b)-1. Basic surtar credit—
The amount constituting the basic sur-
tax credit of a corporation for the tax-
able year consists of the sum of the fol-
lowing, less the amount allowable as a
deduction under section 121 (relating to
the deduction of dividends paid on
certain preferred stock of certain
corporations) :

(1) The dividends paid during the
taxable year (subject to the qualifica-
tions, limitations, and exceptions pro-
vided in sections 27 (d) to 27 (i), both
inclusive) plus the consent dividends
credit provided by section 28, less the
credit for interest on certain obligations
of the United States and its instrumen-
talities, provided by section 26 (a); and

(2) The smaller of the following:

(a) The sum of the net operating loss
credit for the preceding taxable year
provided in section 26 (¢) (1) (if the cur-
rent taxable year began after December
31, 1938) and the bank affiliate credit
provided in section 26 (d).

(b) The adjusted net income for the
taxable year.

ArT. 27 (b)-2. Dividends paid—(q)
When dividends are considered paid—
A dividend will be considered as paid
when it is received by the shareholder.
An allowance for dividends paid will not
ke permitted unless the shareholder re-
ceives the dividend during the taxable
year for which the credit is claimed.

If a dividend is paid by check and the
check bearing a date within the taxable
year is deposited in the mails, in a cover
properly stamped and addressed to the
shareholder at his last known address,
at such time that in the ordinary han-
dling of the mails the check would be
received by the shareholder within the
taxable year, a presumption arises that
the dividend was paid to the share-
holder in such year.

The payment of a dividend during the
taxable year to the authorized agent of
the shareholder will be deemed payment
of the dividend to the shareholder dur-
ing such year.

If a corporation, instead of paying
the dividend directly to the shareholder,
credits the account of the shareholder
on the books of the corporation with
the amount of the dividend, the allow-
ance for g dividend paid will not be
permitted unless it be shown to the sat-
isfaction -of the Commissioner that such
crediting constituted payment of the
dividend to the shareholder within the
taxable year.

An allowance will not be permitted
for the amount of a dividend credited
during the taxable year upon an obli-

D- { gation of the shareholder to the corpora-

tion unless it is shown to the satisfac-
tion of the Commissioner that such,
crediting constituted payment of the
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dividend to the shareholder within the
taxable year.

In the case of a stock dividend, if
the shares (other than fractional shares
payable to bearer) constituting tho
dividend are not entered or registered
on the books of the corporation in the
name of the shareholder (or his nomn-
inee or transferee) within the taxable
year, the dividend will not be deemed to
have been paid in such year. Delivery
of a certificate, or certificates, for such
new shares, within the taxable year,
constitutes prima facle evidence of tha
payment of the dividend.

If the dividend is payable in obliga-
tions of the corporation, they should be
entered or registered in the taxable yoar
on the books of the corporation, in the
name of the shareholder (or his nominee
or transferee), and, in the case of obli«
gations payable to bearer, should be ro=
ceived in the taxable year by the sharo-
holder (or his nominee or transferee),
to constitute payment of the dividend
within the taxable year.

In the case of a dividend from which
the tax has been deducted and with-
held as required by section 143 or 144,
the dividend is considered as pald when
such deducting and withholding occur.

() Methods of accounting—~The de=
termination of whether a dividend has
been paid to the shareholder by the cor-
poration during its taxable year ig in no
way dependent upon the method of ac-
counting regularly employed by the cor-
poration in keeping ifs books or upon
the method of accounting upon the basis
of which the net income of the corpo-
ration is computed. See section 43,

(c) Records—Every corporation
claiming an allowance for dividends pald
shall keep such permanent records as
are necessary (1) to establish that the
dividends with respect to which such al-
lowance is clalmed were actually paid
during the taxable year and (2) to sup-
ply the information required to be filed
with the income tax return of the corpo-
ration. Such corporation shall file with
its return (@) a copy of the dividend
resolution; and (b) a concise statement
of the pertinent facts relating to the pay-
ment of the dividend, clearly specifying
(1) the medium of payment and (2),
if not paid in money, the fair market
value and adjusted basis (or face value,
if paid in its own oblizations) on the
date of distribution of the property dis-
tributed, and the manner in which such
fair market value and adjusted basls
were determined. Canceled dividend
checks and receipts, obtained from shaxre-
holders acknowledging payment of divi~
dends paid otherwise than by check need
not be filed with the return but shall bo
kept by the corporation as & part of {ts
records.

[SEc. 27. Corporation dividends pald
credit.]

(c) Dividend carry-over—There shall bo
computed with respect to each taxablo year
of a corporatfon a dividend carry-over to



FEDERAL REGISTER, Friday, February 10, 1939

such year from the two preceding tazable
years, which shall consist of the sum of—

(1) The amount of the baslc surtax credit
for the second preceding taxable year, re-
duced by the adjusted net income for such
year, and further reduced by the amount,
if any, by which the adjusted net income
for the first preceding taxable year exceeds
the sum of—

(A) The basic surtax credit for such year;
and

(B) The excess, if any, of the basic sur-
tax credit for the third preceding taxable

year (if not beginning before January 1,
1936) over the adjusted net income for
such year; a.nd

(2) The amount if any, by which the
basic surtax credit for the first preceding
taxable year exceeds the adjusted net in-
come for such year.

In the case of a preceding .taxable year,
referred to in this subsection, which begins
in 1936 or 1937, the adjusted net Income
shall be the adjusted net income-as defined
in section 14 of the Revenue Act of 1936,
and the basic surtax credit shall be only
the dividends paid credit computed wunder
the Revenue Act of 1936 without the benefit
of the dividend carry-over provided In sec-
tion 27 (b) of such Act.

ArT. 27 (e)-1. Dividend carry-over—
The dividend carry-over to & given tax-
able year is computed as follows:

(@) If the basiec surtax credit for the
preceding taxable year exactly equals
the adjusted net income for such year,
the dividend carry-over is the amount of
the excess of the basic surfax credit for
the second preceding taxable year over
the adjusted net income for such year.

(b) If the basic surtax credit for the
preceding taxable year exceeds the ad-
justed net income for such year, the
dividend carry-over is the amount of
such exeess plus the excess of the basic
surtax credit for the second preceding
taxable year over the adjusted net in-
come for such year.

(c) If the basic surtax credit for the
preceding taxable year is less than the
adjusted net income for such year, the
dividend carry-over is the amount by
which the basic surtax credit for the
second preceding taxzable year exceeds
the adjusted net income for such year
reduced by the excess of the adjusted net
income for the first preceding taxable
year over the sum of the basic surtax
credit for such year and the excess of
the basic surtax credit for the third
preceding taxable year (if beginning
after December 31, 1935) over the ad-
justed net income for such year.

In computing the dividend carry-over
the adjusted net income for a preced-
ing taxable year which begins in 1936
or 1937 shall be the adjusted net in-
come as defined in section 14 (a) (1)
of the Revenue Act of 1936 and the
basic surtax credit for such preceding
taxable year shall be only the dividends
paid credit computed under section 27
of the Revenue Act of 1936 without the
benefit of the dividend carry-over pro-
vided in section 27 (b) of such Act,

Ko.28——s8

Every corporation claiming o dividend
carry-over for any tazable year shall
file with its return for such year o con-
cise statement setting forth the amount
of the dividend carry-over claimed and
all material and pertinent facts relative
thereto, including o detailed schedule
showing the computation of the divi-
dend carry-over claimed.

‘The computation of the dividend ear-
ry-over may be illustrated by the follow-
ing examples:

Ezample (1): The X Corporation,
which makes its income tax returns on
the calendar year basis, has an adjusted
net income of $150,000 and a dividends
paid credit (computed without regard to
any dividend carry-over) of $225,000 for
1937. For 1938 its adjusted net income
is $200,000 and its basic surtax credit
is $350,000, and for 1939 its adjusted
net income and its basic surtax credit
are each $175,000. Its dividend carry-
over to 1940 is $150,000, computed as
follows:

(1) Baslc surtax credit for 1838._. £359, 000
(2) Iéc._s adjusted net income for

2090, 000
(3) Dividend ecarry-over to 1040
((1) mInus (2)) e 150,€C2D

Since the basic surtax credit for 19393
exactly equals the adjusted net income
for that year, neither that year nor the
year 1937 need be taken into account.
‘The preceding tazable year (1939) is
taken into account only if the basic sur-
tax credit for such year exceeds the
adjusted net income for such year or if
the adjusted net income for such year
exceeds the sum of the basic surtax
credit for such year and the excess of the
basic surtax credit (dividends pald credit
if in 1936 or 1937) for the third pre-
ceding taxable year (1937), if besinning
after December 31, 1935, over the ad-
justed net income for such year. The
third preceding taxable year (1937) iIs
taken into account only if it beran after
December 31, 1935, and if the adjusted
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able year (1929) execzeds the basic surtax
credit for such year, in which case %
cperates to reduce the amomnt of such
excess which must bz deducted from the
carry-over from the sscond preceding
taxable year (1938).

Examuple (2): The Y Corporation,
which makes its income fax refums on
the calendar year basis, has an ad-
justed net income of £100,000 and 3
dividends pald credit (computed with-
cub regard to any dividend carry-over)
of $150,000 for 1937. For 1938 its ad-
Justed neb income is $59,000 and ifs basic
surtaz credit is $75,000, and for 1939 its
adjusted net income and basic surtax
credit are $25,000 and $100,000, respec-
tively. Its dividend carry-over fo 1949
is $100,000, computed as follows:

Year 1938

(1) Bosle curtax credit.. 875,020
(2) I~z3 cdfusted not in-

COMR e 50,000
(3) Exces of baste curtox credit over
adjusted nct income . _____ 325,000

Year 1933

(4) Bacte curtax credit___ $100,000
(6) Lecs cdjusted net in- a
25,020

COM? e e
(6) Excess of baste surtax eredit aver

cdjusted net Income. - 75,010
(7) Dividend carry-over to 1920
(cum of (3) and (6)- - 1€2,€00

For reacon why the year 1937 is nof
taken into account, sece esplanation at
end of example (1).

Ezample (3): The Z Corporafion,
which makes its income tzx returns on
the calendar year basis, has an adjusted
net income of $80,000, and a dividends
pafd credit (computed without rezard
to any dividend carry-over) of $159,600
for 1937. For 1838 its adjusted net in-
come is $60,000 and its basic swrfax
credit 1s $1€0,0600, and for 1939 its ad-
Justed net income and basic surtaxz eredif
are $120,000 and $25,000, respzctively.
Its dividend carry-over to 1940 is $65,~

net income for the first preceding tax- 1000, computed as follows:
Year 1938
(1) Baslc surtax credit. 81€9,099
(2) Iess adjusted net income. €0,092
(3) E=cess of basle surtax credit over adjucted net
income. $109, 600
Year 1939
(4) Adjusted net income $129,089
(5) Basic surtax credit $25,000
Year 1937
(6) Dividends pald credit $1£0,000
{7) Iessadjusted net income. 80,600
(8) Excess of dividends pald credi$ over adjusted nct
income £€0,000
Sum of (5) and (8) 833,009
(9) Excess of adjusted net Income over sum of items (G) and (8) $35, 000
(10) Dividend carry-over to 1840 ((3) minus (9)) €3, 060

Ezample (4) ; If the facts in example)involved were 1935, 1936, 1937, and 1938,
(3) were the same except that the years|instead of 1937, 1938, 1939, and 1940,
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respectively, the dividend carry-over to
1938 would be $5,000, computed as
follows:

Year 1936

(1) Basic surtax credit (i.
e, dividends paid

credit) oo mmceeee = $160, 000
2) Less adjusted -net in-
[0 « 1 60, 000
(8) Excess of basic surtax
credlt over adjust-
ed net income 8100, 000

Year 1937

(4) Adjusted net income.. $120, 000
(6) Less basle surtax
credit (i. e, divi-
dends paid credit).

(6) Excess of adjusted
net income over
basie surtax creditccecamacaan 95, 000

25, 000

('7) Dividend -carry-over

to 1938 ((3) minus

6)) 5,000

The year 1935 cannot be taken info

account because it began prior to Jan-
uary 1, 1936.

[Sm 27. Corporation dividends paid
edit.

(d) ]Dividends in kind—If a dividend is
pald in property other than money (includ-
ing stock of the corporation if held by the
corporation as an investment) the amount
with respect thereto which sbhall be used in
computing the basic surtax credit shall be
the adjusted basis of the property in the
hands of the corporation at the time of the
payment, or the fair market value of the
property at the time of the payment, which-
ever is the lower.

Arr, 27 (d)-1, Dividends in kind.—
Section 27 (d) imposes limitations upon
the extent to which dividends paid in
assets (other than money) may be rec-
ognized for purposes of determining the
amount of the allowance for dividends
paid which may be included in the basic
surtax credit. Irrespective of the form
of the corporate resolution: by which a
dividend is declared, if the dividend is
ultimately and actually paid by the cor-
poration in any property other than
money, constituting its corporate assets,
the amount of the allowance for divi-
dends paid to which the corporation is
entitled with respeet thereto cannot ex-
ceed the lesser of the two following
amounts determined as of the time of
payment:

(1) The adjusted basis of such prop-
erty in the hands of the corporation as
provided for in section 113; or ’

(2) The fair market value of such.
property.

As used in this article the term “prop-
erty” includes shares of capital stock of
the corporation making the dividend
distribution if such shares of stock are
held by it as an investment, Unless
shown to the contrary, shares of capital
stock once issued but thereafter ac-
quired by the corporation in any manner
whatsoever, but not retired, shall he
deemed to be held by the corporation
as an investment. The term “prop-
erty” also includes obligations upon

which the corporation making the dis-
tribution is liable as a guarantor, in-
dorser, or surety.

The application of section 27 (d) may
be illustrated by the following example:

Ezxzample: The S Corporation, in 1930,
purchased stock of the ¥ Corporation
for $100,000. In 1938 such stock had a
fair market value of $70,000. During the
period of its ownership of such' stock,
the S Corporation received distributions
amounting to $5,000 out of earnings or
profits of the ¥ Corporation accumu-
lated before March 1, 1913. In 1938 the
corporation used such stock for the pay-
mént of a dividend. The allowance for
dividends paid for purposes of inclusion
in the basic surtax credit for 1938 is
$70,000, computed as follows:

Purchase price, or cost of stock__. $100, 000

Less tax-free distribution___.______ 5,000

Adjusted basis of stock in the
hands of the corporation at the

time of the dividend payment__. 95,000
Fair market value of stock at the

time of the dividend payment... 70,000
Allowance for dividends paid for

purposes of inclusion in the basic

surtax credit for 1938 o cmeee. 70, 000

Since the fair market value of the
stock ($70,000) at the time of the divi-
dend payment is less than the adjusted
basis ($95,000) of the stock in the hands
of the corporation at the time of the
dividend payment, the lesser amount
($70,000) should be used as the allow-
ance for dividends paid for purposes of
computing the basic surtax credit for
1938 with respect to such stock.

[SEc. 27. Corporation dividends paid
credit.]

(e) Dividends in obligations of the corpo-
ration—If a dividend is paid in obligations
of the corporation, the amount with respect
thereto which shall be used in computing
the basic surtax credit shall be the face
value of the obligations, or their fair market
value at the time of the payment, which-
ever is the lower. If the fair marke} value
of any.such dividend pald in any taxable
year of the corporation beginning after De-
cember 31, 1935, Is lower than the face value,
then when the obligation is redeemed by the
corporation in a taxable year of the corpo-
ration beginning after December 31, 1937,
the excess of the amount for which re-
deemed over the fair market value at the
time of the dividend payment (to the extent
not allowable as a deduction in computing
net income for any taxable year) shall be
treated as a dividend pald in the taxable
year in which the redemption occurs.

ARrT. 27 (e)-1. Dividends in obligations
of the corporation—Section 27 (e) is
concerned solely with the amount of the
allowance for dividends paid for pur-
poses of inclusion in the basic surtax
credit to the extent that dividends are
paid by a corporation in its own obliga-~
tions. If the corporation ultimately pays
a dividend in its own obligations (regard-
less of the form of the corporate resolu-
tion by which the dividend is declared),
the amount of the allowance for divi-
dends paid to which it is entitled with
respect thereto for the year in which
such dividend is paid is limited to the
lesser of the face value or fair market
value of such obligations as of the date
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of payment. If in a taxable year of the
corporation beginning after December
31, 1935, the allowance for dividends paid
as of the date of payment is limited to
the fair market value of the corporate
obligations distributed and the corpora-
tion redeems such obligations in o tax-
able year beginning after December 31,
1937, the corporation becomes entitled
to an additional allowance for dividends
paid in computing the baslc surtax credit
for the taxable year in which it redeems
such obligations, but only in the event
that the amount at which such obliga-
tions are redeemed is higher than their
fair market value at the time of the dis«
tribution. ‘The amount of such addi-
tional allowance is the excess of the
price at which such obligations are re-
deemed over their fair market value ab
the time of the distribution, subject to
the restriction that such excess be di-
minished by sany amounts which wero
allowable as deductions for amortized
bond discounf or bond issue commissions
and expenses allocable to the obligations
redeemed in computing the net income
of the corporation for any taxable year.
A corporation is entitled to such addi-
tional allowance regardless of the iden-
tity of the holders of the obligations at
the time of their redemption,

The term “obligations” as used in this
article means any legal liability on the
part of the corporation (not including
liability as a guarantor, indorser, or
surety), regardless of when incurred, to
pay a fixed or determinable sum of
money, evidenced in writing executed by
the corporation. The term “redeemed”
as used in this arbicle includes (1) re-
purchase in the open market for invest-
ment or sinking fund purposes, (2) re-
tirement, or (3) cancellation of the ob-
ligations before, at, or after maturity.

The application of section 27 (e) may
be illustrated by the following example:

Ezxample: The X Corporation, which
makes its income tax retwrns on the cal-
endar year basis, declared a dividend of
$85,000 in 1936, payable in that year in
its 5 percent bonds at 85. Pursuant to
such declaration, bonds having an age-
gregate face value of $100,000 were is-
sued during 1936 in payment of the divi-
dend. The fair market value of the
bonds at the time of issuance was
$75,000. The dividends pald credit for
1936 was the fair market value of the
bonds at the time of the dividend pay-
ment ($75,000), since such fair market
value was lower than the face valuo
($100,000) of the obligations.

The bonds were redeemed in 1938,
The corporation prior to the redemption
of the bonds at face value deducted in its
returns over the life of the bonds the
$15,000 bond discount resulting from the
payment in 1936 of the $85,000 dividend
in bonds having a face value of $100,000.
The allowance for dividends paid for
purposes of computing the basic surtax
credit with respect to the bond redemp«
tion for the taxable year 1938, in which
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the redemption of the bonds occurs, is
$10,000, computed as follows:
Redemption price of bonds____.._.. $100, 600

Tess fair market value of bonds
when dividend was paid in 1936. 75,000

Difference 25, 000
Less bond discount allowed as a
deduction in computing net in-
come. 15, 000

Amount treated as dividend
paid in 1938 e 10,000

[S}éc. 27. Corporation dividend pald
edit.

a(f; ]Tmble stock dividends—In casz of
& stock dividend or stock right which is a
taxable dividend in the hands of sharehold-
ers under section 115 (f), the amount with
respect thereto which shall be used in com-
puting the basic surtax credit shall be the
fair market value of the stock or the stock
right at the time of the payment.

Art. 27 @)-1. Taxable stock divi-
dends—The allowance for dividends
paid provided by section 27 (b) ) is
Ymited by section 27 (f), in the case of
distributions in stock dividends or stock
rights, to distributions which are taxable
dividends in the hands of shareholders
under section 115 (). Such allowance,
however, is limited in amount to the fair
maarket value of such stock or stock
rights at the time of the payment of the
dividend. As to g distribution by a cor-
poration of its own capital stock held as
an investment, see article 27 (d)-1.

[SEc. 27. Corporalion dividends paid
credit.]

(9) Distribution in liguidation—In the
case of amounts distributed in liquidation
the part of such distribution which is prop-
erly chargeable to the earnings or profits ac-
e romoces of oamputing (hs baslc
for the comy the
s?llz‘:tax credit %Sﬁg.a")tm:s sgction, be treated
as & tazable dividend pald.

ArT. 27 (g)-1. Dividends paid credit
for distributions in liquidation—(a) Dis-~
tributions which diminish earnings or
profits—To the general rule that an
allowance for dividends paid is permit-
ted only with respect to taxable divi-
dends paid, section 27 (g) makes one
exception, namely, for that part of an
amount distributed in liquidation which,
under the Act, constitutes a distribution
of, and is properly chargeable to, earn-
- ings or profits accumulated after Feb-
ruary 28, 1913. ‘Thus, a distribution
either in complete or partial liquidation
of a corporation is treated by the Act
as one constitufing in part o distribu-
tion of, and being properly chargeable
to, earnings or profits, if—

(1) Under the provisions of section
115 (¢), the amounts distributed in
liquidation are treated as freceived in
payment in exchange for the stock; and

(2) Under the provisions of section
112, the gain or loss, if any, from such
exchange is recegnized or the gain is
taxed as provided in section 112 (b)
.

In such a case, an allowance for divi-
dends paid may be included in the basic
surtax credit for the amount actually
involved in such distribution which is

properly charpeable to the earnings or
profits accumulated after February 28,
1913, even thoush the method of tax-
ation of the distribution is that ordi-
narily employed with respect to the gain
or loss realized and recoznized upon an
exchange, rather than that employed
with respect to a taxable dividend.

On the other hand, certain trancac-
tions described in sections 112 and 115
are treated, for the purposes of the Act,
not as distributions to the charcholders
of earnings or profits, but as transfers
of such earnings or profits intact to
another corporation in +whose honds
such earnings or profits, being available
for distribution by it as dividends to its
shareholders, have escentially the same
status.for the purposes of the Act as
earnings or profits derived from its own
operations,  Characteristic of these
transactions is the circumstance that
the gain or loss realized from the re-
ceipt by the sharcholders of property is
not recognized by the Act. No allow-
ance for dividends paid is permissible
with respeet to such transactions,

) Amount properly chargeadble to
earnings or profits—In the case of a
distribution in liquidation with. respect to
which an allowance for dividends pald is
permissible (see paragraph (@) of this
article) the amount of the allowance
is equal to the part of such distribution
which is properly chargeable to the
earnings or profits accumulated after
February 28, 1913. To determine the
amount properly chargeable to the earn-
ings or profits accumulated since Feb-
ruary 28, 1913, there must be deducted
from the amount of the distribution that
part allocable to capital account. The
capital account, for purposes of thecse
regulations, includes not only amounts
representing the par or stated value of
the stock with respect to which the liqui-
dating distribution is being made but
also that stock’s proper share of the
pald-in surplus, and such other corpo-
rate items, if any, which, for purposes
of income taxation, are treated like capl-
tal in that they are not taxable divi-
dends when distributed but are applied
against and reduce the basis of the
stock. The remainder of the distribu-
tion in liquidation is, ordinarily, properly
chargeable to the earninpgs or profits
accumulated since February 28, 1913.
The application of this paragraph may
be fllustrated by the followiny example:

Ezample: The ¥ Corporation, which
makes its income tax returns on the
calendar year basis, was organized on
January 1, 1910, with an guthorized and
outstanding capital stock of 2,000 shores
of common stock of a par value of $100
each and 1,000 shares of participating
preferred stock of o par value of $100
each. The preferred stock was to receive
annual dividends of $7 per share and
$100 per share on complete lquidation
of the corporation in priority to any pay-
ments on common stock, and was to
participate equally with the common
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steck In elther instance after thz com-
mon steck bhad received 2 similar
cmounf. However, the preferred stock
was redeemable in whole or in part ab
the option of the board of directors at
any time at $105 per share plus ifs pro-
portion of the earnings of the company
2t the time of such redemption. In 1910
the preferred stock was issued at $106
ner share, for a total of $106,000, and
the common stoclz was izsued, at $100
per share, for a total of $200,000. On
July 15, 1933, the eompany had a paid-in
surplus of $6,000, consisting of th=
premium received on the preferred steck,
earninrs or profifts of $30,000 accumu-
Iated prior to March 1, 1813, and carn-
ings or profits accumulated sinez Feb-
ruary 28, 1913, of $75,000. On July 15,
1038, the option with respset to the
preferred stock was exerciszd and the
entire amount of such stock was re-
deemed at $141 por share or a tofal of
$141,000 in o transaction upon which
gain or lozs to the distributees resulting
from the exchange was defermined and
recognizzd under the Act, such transac-
tion being only a partial liquidation
under cection 115 (¢). The amount of
the distribution allocable to capital ac-
count was $116,080 ($100,000 atiributable
to par value, £6,000 attributable fo p2id-
in surplus, and $10,000 attributable to
earnings or profits accumulated prior to
March 1, 1913). The remainder, $25,-
000 ($141,000, the amount of the distri-
bution, less 3116,000, the amount al-
locable to capital account) is properly
chargeable to the earnings or profits
accumulated since February 23, 1913,
and is allowable a5 dividends paid.

(¢) Credit tn respect of earnings or
profits trensferred under certain taz-free
trancactions—If, as o result of one or
more trancsactions described in section
112, a corporation’s earnings or profifs
accumnlated after February 28, 1913,
and its undistributed earnings or profits
of the taxable year, shall have become
the earnings or profits of another cor-
poration subject to distribution as divi-
dends by such other corporation, any
dividend pald by the transferes corpora-
tion durinz that portion of the trans-
feror's taxable year subsequent to the
consummaton of such fax-free frans-
action may, subject to the provisions of
cectlon 115, be apportioned and allo-
cated to the transferor as a distribu-
tion out of such earnin~s or profits of
the transferor. The resolution of the
board of directors of the transferee shall
specifically desirmate the distribution, or
part thereof, o apportioned and allo-
cated. For the purposes of the allow-
ance for dividends paid, any such dis-
tribution so allscated shall be freated
as a dividend paid only in the computa-
tHion of the baslc surtax credif allowable
to the transferor, and must b2 consist-
ently co treated by both corporations for
the cwrrent and succeeding tazable
years. Each corporation shall file as a
part of its return for the taxable year in-
volved, (1) o statemenf setfing forth



670

concisely all of the material facts, in-
cluding the date and the character of
the transaction under section 112, the
status at that time of the earnings or
profits of both corporations, the date and
amount of all dividend distributions sub-
sequently made, and the particular dis-
tribution or portion thereof designated
as effecting a distribution of the earn-
ings or profits of the transferor corpora-
tion; and (2) a certified copy of the reso-
lution of the board of directors of the
transferee corporation with respect to
the distribution. No allowance for divi-
dends paid based upon such apportion-
ment and allocation will be permitted
unless the Commissioner is satisfied that
the transferor corporation is entitled
thereto pursuant to the provisions of
this paragraph and that there has been
o full compliance with the requirements
of this paragraph. The provisions of
this paragraph may be illustrated by the
following example:

Ezample: The P Corporation, which
makes its income tax returns on the
basis of a fiscal year ending March 31,
owned all of the capital stock-of the S
Corporation. The-S Corporation, which
makes its returns on the calendar year
basis, was completely liquidated on De-
cember 1, 1938. At that time, the S
Corporation had earnings or profits ac-
cumulated subsequent to February 28,
1913, in the amount of $50,000, in addi-
tion to earnings or profits for 1938 of
$20,000, and an adjusted net income of
$45,000. It had paid no dividends prior
to its liquidation. The P Corporation
had earnings or profits accumulated
subsequent to February 28, 1913, in the
amount of $60,000 in addition to earn-
ings or profits of the taxable year com-
puted as of the end of the year in the
amount of $80,000, and an adjusted net
income in the amount of $60,000. The
P Corporation pays dividends as fol-
lows: June 15, 1938, $25,000; September
15, 1938, $25,000; December 15, 1938,
$25,000; and March 15, 1939, $25,000.
No portion of the dividends paid on
June 15 and September 15 prior to the
liquidation and no portion of the divi-
dend paid on March 15, 1939, after the
close of the taxable year of the S Cor-
poration may be allocated to the S Cor-
poration. The dividend paid on Decem-
ber 15 may, by appropriate corporate ac-
tion, be made as one effecting a distribu-
tion out of the current earnings or
profits of the S Corporation to the ex-
tent of $20,000. No part of that distri-
bution may be allocated to the S Cor-
poration’s accumulated earnings or
profits since, under section 115 (b), the
earnings or profits of the P Corporation
and the S Corporation for the taxable
year ($100,000) are sufficient in amount
to cover all the distributions made dur-
ing that year ($100,000).

[SEC. 27. Corporation dividends paid
credit.} )

(k) Preferential dividends—The amount

of any distribution (although each portion
thereaf is received by a shareholder as a tax-

able dividend), not made in connection with
a consent distribution (as defined in section
28 (a) (4)), shall not be considered as divi-
dends paid for the purpose of computing
the basic surtax credit, unless such distri-
bution is pro rata, with no preference to
any share of stock as compared with other
shares of the same class, and with no pref-
erence to one class of stock as compared
with another class except to the extent that
the former is entitled (without reference to
waivers of their rights by shareholders) to
such preference. For a distribution made in
connection with a consent distribution, see
section 28.

Art, 27 (h)-1. Preferential distribu-
tions.—Section 27 (h) imposes a limita-
tion upon the general rule that a corpo-
ration is entitled to an allowance for
dividends paid with respect to all divi-
dends which it actually pays during the
taxable year. Before a corporation may
be entitled to any such allowance with
respect to a distribution, regardiess of
the medium in which the distribution is
made, every shareholder of the class of
stock with respect to which the distribu-
tion is made must be treated the same
as every other shareholder of that class,
and no class of stock may be treated
otherwise than in accordance with its
dividend rights as a class. The limita-
tion imposed by the Act is ungualified,
except in the case of a partial distribu-

tion (see section 28 (a) (5)) made in|

connection with a consent distribution as
defined in section 28 (a) (4), if the en-
tire distribution composed of such par-
tial distribution and consent distribution
(see section 28 (e)) is not preferential.
The existence of a preference is sufficient
to prohibit allowance regardless of the
fact (1) that such preference is author-
ized by all the shareholders of the cor-
poration, or (2) that the part of the
distribution received by the shareholder
benefited by the preference is taxable to
him as a dividend. A corporation will
not be entitled to an allowance for divi-
dends paid with respect to any distribu-~
tion upon a class of stock if there is
distributed to any shareholder of such
class (in proportion to the number of
shares held by him) more or less than
his pro rata part of the distribution as
compared with the distribution made to
any other shareholder of the same class.
Nor will a corporation be entitled to an
allowance for dividends paid in the case
of any distribution upon a class of stock
if there is distributed upon such class
of stock more or less than the amount
to which it is entitled as compared with
any other class of stock. A preference
exists if any rights to preference inher-
ent in any class of stock are violated.
The disallowance, where any preference
in fact exists, extends to the entire
amount of the distribution and not
merely to a part of such distribution.
The term “distribution,” as used in this
article, includes g dividend as defined in
section 115, and a distribution in liqui-
dation referred to in section 27 (g).

The application of the provisions of
section 27 (h), relating to distributions
which are preferential, may be illus-
trated by the following examples:
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Exzample (1): A, B, C, and D are the
owners of all the shares of class A com-
mon stock in the M Corporation, which
makes its income tax returns on o cal-
endar year basis, With the consent of
all the shareholders, the M Corpora-
tion, on July 15, 1938, declared o divi-
dend of $5 a share payable in cash on
August 1, 1938, to A, On September 15,
1938, it -declared a dividend of $5 a
share payable in cash on October 1, 1938,
to B, C, and D. No allowance for divi-
dends paid for the taxable year 1938 is
permitted to the M Corporation with
respect to any part of the dlvidends
paid on August 1, 1938, and October 1,
1938.

Example (2): The N Corporation,
which makes its income tax returns on
the calendar year basis, has a capital
of $100,000 (consisting of 1,000 shares
of common stock of a par value of
$100) and earnings or profits accumit«
lated after February 28, 1913, in the
amount of $50,000. In the year 1038,
the N Corporation distributes $7,500 in
cancellation of 50 shares of the stock
owned by three of the four shareholders
of the corporatfon. No dividends paid
credit is allowable under section 27 (h)
with respect to such distribution.

Ezxample (3): The P Corporation hag
two classes of stock outstanding, 10
shares of cumulative preferred, owned
by E, entitled to $5 per share and on
which no dividends have been pald for
two years, and 10 shares of common,
owned by F. On December 31, 1038,
the corporation distributes a dividend of
$125, $50 to E and $75 to F. The cor~
poration is entitled to no allowance for
any part of such dividend paid, sincoe
there has been a preference to F. If,
however, the corporation had distrib-
uted $100 to E and $25 to ¥, it would
have been entitled to include $125 in lts
basic surtax credit as a dividend paid.

[Sec. 27. Corporation dividends pald
credit.]

(i) Nontaxable distributions—~If nn{ paxt
of a distribution (including stock dividends
and stock rights) is not a taxable dividond
in the hands of such of the shareholders
as are subject to taxation under this title
for the period in which the distribution iy
made, such part shall not bs included in
computing the baslc surtax credit.

Art. 27 )-1. Nontaxable distribu-
tions~—No allowance for dividends paid
is permitted with respect to any part of
the distribution by a corporation to itg
shareholders which is—

(@) not out of earnings or profits of
the taxable year or out of earnings or
rrofits of the corporation accumulated
subsequent to February 28, 1913 (sece
section 115), or, in the case of distribu-
tions in liquidation, not properly charge-
able to earnings or profits of the corpo-
ration accumulated after February 28,
1913, under article 27 (g)-1;

(D) in the case of a corporation which
was classified as a personal service cor-
poration under the Revenue Act of 1918
or the Revenue Act of 1921, out of earn-
ings or profits which were taxable in
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accordance with the provisions of sec-
tion 218 of the Revenue Act of 1918 or
section 218 of the Revenue Act of 1921
(see section 115 (e)); or

(¢) 3 distribution in stock of the cor-
poration or rights to acquire ifs stock
which does not constitute income to its
shareholders within the meaning of the
sixteenth amendment to the Constitution
(see section 115 () and articles 115-3
and 115-4).

The effect of subsections (h) and ()
of section 27 is that no allowance for
dividends paid may be included in the
basic surtax credit with respect to any
distribution unless each of the share-
holders of that class, who are subject to
taxation under Title I for the period in
which the distribution is made, receives
a taxable dividend as a result of the dis-
fribution. (See also section 27 (g).)

The application of section 27 (i) may
be illustrated by the following examples:

Example (1): A, B, C, and D are the
shareholders of the ¥ Corporation, which
makes its income tax returns on the
calendar year basis, D being an educa-
tional corporation exempt from income
tax under section 101. On July 15, 1938,
the Y Corporation paid a dividend with-
in the meaning of section 115) in cash
of $1,000. A and B make their refurns
on the calendar year basis, but C makes
his return on the hasis of the fiscal year
ending July 31. The Y Corporation is
entitled to an allowance for dividends
paid in the amount of $1,000 with respect
to the dividends paid on July 15.

Example (2) : If the facts in the pre-
ceding example are the same, except
that A and B make their returns on the
basis of the fiscal year ending July 31,
the ¥ Corporation is entitled to an al-
lowance for dividends paid in the amount
of $1,000 with respect to the dividends
paid on July 15.

Sec. 28. Consent dividends credit.

(a) Definitions—As used in this section—

(1) Consent stock—The term *“consent
stock” means the class or classes of stock
entitled, after the payment of preferred div-
idends (as defined in paragraph (2)), to a
share in the distribution (other than in
complete or partial liquidation) within the
taxable year of all the remaining earnings
or profits, which share constitutes the same
proportion of such distribution regardless
of the amount of such distribution.

Art. 28 (&) (1)-1. Consent stock.—
The term “consent stock,” as defined in
section 28 (a) (1), includes what is
generally known as common stock. It
also includes participating preferred
stock, the participation rights of which
are unlimited. The application of sec-
tion 28 (a) (1) may be illustrated as
follows:

If in the case of X Corporation there
is only one class of stock oufstanding,
it would all be consent stock. If, on
the other hand, there were two classes
of stock, class A and class B, and class
A was entitled to 6 percenf hefore any
distribution could be made on class B,
but class B was entitled to everything
distributed after class A had received

its 6 percent, only class B stock would
be consent stock. Similarly, if class A,
after receiving its 6 percent, was to par-
ticipate equally or in some fixed pro-
portion with class B umtil it had re-
ceived 2 second 6 percent, after which
class B alone was entitled to any further
distributions, only class B steck would
be consent stock. The same resulb
would follow if the order of preferences
were class A 6 percent, then class B 6
percent, then class A a second 6 percent,
either alone or in conjunction with class
B, then class B the remainder. If, how-
ever, class A stock is entitled to ulti-
mate participation without limit as to
amount, then it, tco, may be consent
stock. For example, if class A is to re-
ceive 3 percent and then share equally
or in some fixed proportion with class
B in the remainder of the earnings or
profits distributed, both class A stock
and class B stock are consent stock.

[Sec. 28. Consent dividends credit.)

{{a) Definitions—As uced in this sec-
tion—]

(2) Preferred dividends.—The term “pre-
ferred dividends” means a distribution
(other than in complete or partial liquida-
tion), limited in amount, which must ke
made on any class of stock before a further
distribution (other than in complete cor
partial ligquidation) of earnincs or profits
may be made within the taxable year.

ArT. 28 (a) (2)-1. Preferred diri-
dends—The term “preferred dividends,”
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B jtcelf. Fimolly, if a distribution must
be $6 on clazs A, $6 on class B, then
on class A and class B share and share
alike, the distribution on class A of $6
and the distribution on class B of 36 are
both preferred dividends.

[See. 28. Concent dividends credit.]
[(a) Definttlons—As used in this cee-
tion—]

(8) Corsont  dividends dey—Thz term
“concomt dividends day” means the Inst doy
of the taxzable year of the corporation, un-
1ecs durlnz the lost month of such year
there have cecwrred cone or more days on
which was payable o partiol distxibution (as
defined fn parzarraph (5)), In which case
it mcans the 25t of such days.

ART, 28 () (3)-1. Consent dividends
day—The term “consent dividends day”
is defined in section 28 (a) (3). If there
was no partial distribution (as defined
in section 28 (a) (5)) payable during
the last month of the corporation’s tax-
able year, the consent dividends day is
the last day of such faxable year. If
there were one or more days during such
last month on which was payable a par-
tial distribution, the consent dividends
day is the last of such days. The day
upon which shareholders, under the
terms of the resolution of the board of
directors directing the distribution, are
entitled to recelve the distribution is ths
day it is payable.

[S€=c. 23. Concent diridends credit.}
[(a) Dezfinftiors—As uced in this sec-

as defined in section 28 (a) (2), includes | tion—])

ali fixed amounts (whether determined
by percentage of par value, & stated re-
ture expressed in & certain number of
dollars per share, or otherwise) the dis-
tribution (other than in lquidation) of
which on any class of steck is a condi-
tion precedent to a further distribution
(other than in liguidation) of earnings
or profits. A distribution, thoush ex-
pressed in terms of a fixed amount, is
not a preferred dividend, however, un-
less it is preferred over @ subsequent
distribution within the taxable year upon
some other class or classes of stock than
the one on which it is payable. The ap-
plication of section 28 (3) (2) may be
illustrated as follows:

If, in the case of the X Corporation,
there are only two classes of stock out-
standing, class A and class B, and class
A is entitled to o distribution of 6 per~-
cent of par, after which the balance of
the earnings and profits are distribut-
able on class B exclusively, class A's 6
percent is a preferred dividend. If the
order of preferences is class A $0 per
share, class B $6 per share, then class
A and class B in fixed proportions until
class A receives $3 more per share, then
class B the remainder, all of class A's
49 per share and $6 per share of the
amount distributable on class B are pre-
ferred dividends. The amount which
class B is entitled to receive in conjunc-
tion with the payment to class A of its
last $3 per share is not a preferred divi-
dend, because the payment of such
amount is preferred over no subsequent
distribution except one made on class

(4) Concent distribution—The term “con-
cent diztribution™ means the distribution
which twrould have been made If on the con-
cent dividends day (as defined In paragraph
{3)) there hod cctually been distributed in
cach and recalved by each charenoldsr malk-
ing o concent filed by the corporation undsr
cubcection (d), tho cpecific amount stoted
in such content.

ART. 28 (2) (4)-1. Consent disiribu-
Hion—Tne term “consent distribution,”
as defined in section 28 (a) (4), does not
include any actual distributions but is
limited to the hypothetical distrioution
evidenced by shareholders’ conszents.
The consent distribution equals the ag-
greqate of all the amounts specified in
the ceveral consents, whether or not, i
actually distributed, such amounts would
have constituted in whele or in part a
return of copital. Section 28 (a) (4D
may be illustrated by the following
example:

Example: The X Corporation, which
makes its income tax returns on the
calendar year basis, has only one class
of stock outstanding, consisting of 500
chares, 200 of which are owned by A,
and 300 by B. On Dzcembsr 15, 1938,
the corporation distributes to A 35 per
share, or $1,000. On December 31, 1938,
B executes a consent {o include $1,500 in
his grozs income as a taxable dividend.
At the beginning of 1933 the corporation
had no accumulated earnings or profits.
For the taxable year 1938 the eaxrnings
or profits are $2,000. Nevertheless the
corporation will b2 deemed to have made
a consent distribution of $1,500 on De-
cembar 15.
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[Sec. 28. Consent dividends credit.]

[(a) Definitions.—As used in this sec-
tion—]

(6) Partial distribution.—The term *“par-
tial distribution” means such part of an ac-
tual distribution, payable during the last
month of the taxable year of the corpora-
tion, as constitutes a distribution on the
whole or any part of the consent stock (as
defined in paragraph (1)), which part of
the distribution, if considered by itself and
not in connection with a consent distribu-
tion (as defined in paragraph (4)), would
be a preferential distribution, as defined in
paragraph (6). .

ArT. 28 (a) (5)-1. Partial distribu-
tion.—The term “partial distribution,”
as defined in section 28 (a) (5), does
not include preferred dividends even
though payable on consent stock. The
application of section 28 (a) (5) may be
illustrated by the following example:

Ezample: The X Corporation, which
makes its income tax returns on the
calendar year basis, has only two classes
of stock outstanding, class A and class
B, each of which is consent stock. Class
A, consisting of 500 shares, is entitled to
a preference of $3 per share, affer which
class B, consisting of 500 shares, is to re-
ceive $3 per share, whereupon class A
and class B are entitled to share equally
in any further distributions of earnings
or profits.
X Corporation distributes $6 per share
or $3,000 on class A stock, and $3 per
share or $1,500 on class B stock. Such
distribution, to the extent of $1,500
paid on class A stock, is a partial
distribution.

[SEc. 28. Consent dividends credit.]

[(a) Definitions—As used in this sec-
tlon—}

(6) Preferential distribution—The term
“preferential distribution” means a distri-
bution which is not pro rata, or which is
with preference to any share of stock as
compared with other shares of the same
class, or to any class of consent stock as
compared with any other class of consent
stock.

ArT. 28 (@) (6)-1. Preferential dis-
{ribution.—A preferential distribution is
an actual distribution (other than the
distribution of a preferred dividend as
defined in section 28 (a) (2)), or a con-
sent distribution, or a combination of
the two, upon consent stock, which in-
volves a preference to one or more
shares of stock as compared with other
shares of the same class or to one class
of consent stock as compared with any
other class of consent stock. Such a
preference exists if there is distributed
to any shareholder (in proportion to
the number of shares held by him) more
or less than his pro rata part of a dis-
tribution as compared with the distri-
bution made to any other shareholder
of the same class, or if there is distrib-
uted to all the shareholders of one class
of consent stock in the aggregate more
or less than their pro rata part of a
distribution as compared with the dis-
tribution made to all the shareholders
of any other class of consent stock. If
such preference exists, the entire distri-
bution is preferential.

On December 15, 1938, the

Section 28 (a) (6) may be illustrated
by the following examples:

Exzample (1): The X Corporation,
which makes its income tax returns on
the calendar year basis, has one class of
consent stock outstanding, owned in
equal amounts by A, B, and C. On De-
cember 15, 1938, the corporation makes
a distribution in cash of $5,000 each to
A and B, and $3,000 to C. The distribu-
tion is preferential. If A and B each re-
ceives a distribution in cash of $5,000
and C consents to include $3,000 in gross
income as a taxable dividend, the com-
bined actual and consent distribution is
preferential. Similaxly, if no one re-
ceives a distribution in cash, but A and
B each consents to include $5,000 as &
taxable dividend in gross income but C
agrees to include only $3,000, the con-
sent distribution is preferential.

Ezample (2): The Y Corporation,
which makes its income tax returns on
the calendar year basis, has only two
classes of stock outstanding, each class
being consent stock and consisting of 500
shares. Class A, with a par value of $40
per share, is entitled to two-thirds of
any distribution of earnings and profits.
Class B, with a par value of $20 per
share, is entitled to one-third of any dis-
tribution of earnings and profits. On
December 15, 1938, there is distributed
on the class A stock $2 per share, or
$1,000, and on the class B stock $2 per
share, or $1,000. ‘'The distribution is
preferential, inasmuch as the class B
stock has received more than its pro
rata share of the distribution:

[SEc. 28. Consent dividends credit.]

(b) Corporations not entitled to credit—
A corporation shall -not to? be entitled to

a consent dividends credit with respect to
any taxable year-—

(1) Unless, at the close of such year, all
preferred dividends (for the taxable year
and, if cumulative, for prior tazable years)
have been paid; or

(2) If, at any time during such year, the
corporation has taken any steps in, or in
pursuance of a plan of, complete or partial
liquidation of all or any part of the consent
stock.

ArT. 28 (b)-1. Payment of preferred
dividends~—Section 28 (b) (1) provides
that a corporation shall not be entitled
to a consent dividends credit for any
taxable year, regardless of compliance
with other requirements of section 28,
unless at the close of such year all pre-
ferred dividends (for the taxable year
and, if cumulative, for prior taxable
years) have been paid. Whatever form
such payment takes, it must result in
the complete discharge of the obligation
of the corporation to pay such dividends.
For what constitutes payment of a div-
idend before the close of the taxable
year, see article 27 (b)-2. For what
constitutes a preferreq dividend see sec-
tion 28 (a) (2). A preferred dividend
will be considered paid for the purposes
of this requiremenf, even though it is
paid as part of a preferential dividend

1So in original.
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as defined in section 27 (h), and the
corporation receives mo credit for divi-
dends paid in consequence thereof., *

ART. 28 (b)-2. Liquidation of conscent
stock.—A corporation’is not entitled to
o consent dividends credit for any tax-
able year in which it has taken any
steps in, or in pursuance of a plan of,
complete or partial liquidation of all or
any part of the consent stock.

Example: The X Corporation, which
makes its income tax returns on the
calendar year basis, has outstanding on
January 1, 1938, 1,000 shares of clasy
A stock, the dividend rights of which
are limifed to an annual return of $6
per share, It also has outstanding on
that date 1,000 shares of class B stock,
which is enfitled to recelve the entire
amount of any distribution made of
earnings or profits within the taxable
year after the payment on class A of
$6 per share. On April 1, 1938, tho
corporation makes a distribution in par-
tial liquidation, whereby five shares of
class B stock (consent stock) are can-
celed or redeemed. ‘The corporation is
barred from obtaining 8 consent divi«
dends credit for the taxable year, re-
gardless of compliance with other re-
quirements of section 28. If, however,
class A stock (not consent stock), In-
stead of class B stock, had been can-
celed or redeemed in the liquidation,
the corporation would not be barred,
because of such liquidation, from ob-
taining a consent dividends credit.

The mere purchase by & corporation
of its own stock for investment i3 not,
within the meaning of section 28 (b) (2),
the taking of any step in, or in pur-
suance of a plan of, complete or partial
liquidation and will not prevent a cor-
poration from obtaining & consent divi-
dends credit for the taxable yeax.

[SEc, 28. Consent dividends credit.]

(¢) Allowance of credit.~—Thoro shall bo
allowed to the corporation, as n part of
its basle surtax credit for the taxablo year,
a consent dividends credit equal to such
portion of, the total sum agreed to bo ine
cluded in the gross income of shareholdors
by their consents flled under subscotion (d)
as it would have been entitled to include in
computing its baslc surtax credit if actunl
distribution of an amount equal to such
total sum had been made in cash and each
shareholder making stich a consent had Yo«
celved, on the consent dividends day, tho
amount specified in the consent.

ART. 28 (¢)-1. Amount of consent divi-
dends credit—The consent dividends
credit forms part of the basle surtax
credit (see section 27 (b) (1)). It conw
sists of the amount which the corpora-
tion would be permitted to include in its
basic surtax credit as a dividend paid
if it had distributed to each shareholder
whose consent has been flled pursuant
to section 28 (d), and each stuch share-
holder had received, on the consent divi-
dends day (see section 28 (a) (3)), an
amount equal to the amount specified
in such consent. The amount of the
consent dividends credit, therefore, can-
not exceed the sum of the amounts spec-
ified in the several consents. It may,
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however, regardless of the fact that such
amounts are treated and taxed in their
entirety to the consenting shareholders
as a dividend (see section 28 (f)), be
smaller than the sum of the specified
amounts, because it is limited to the
amount which would have been allowed
as dividends paid if an actual distribu-
" tion had been made.

The provisions of section 28 (¢) may
be illustrated by the following example:

Ezample: The X Corporation, which
makes its income tax returns on the cal-
endar year basis, has only one class of
stock oufstanding, owned in equal
amounts by A and B. It makes no dis-
iributions during the taxable year. Its
earnings and profits for the calendar
year 1938 amount to $8,000, there being
at the beginning of the year 1938 no ac-
cumulated earnings or profits. Aand B
execute proper consents to include $5,000
each in their gross income as g dividend
received by them on December 31, 1938.
The sum of the amount specified in the
consents executed by A and B is $10,000,
but if $10,000 had actually been distrib-
uted by the X Corporation on December
31, 1938, only $8,000 would have con-
stituted a dividend. 'The allowance for
dividends paid, includible in the compu-
tation of the basic surtax credit, would
have amounted to only $8,000. 'The con-
sent dividends credit of the corporation,
therefore, is limited to $8,000.

[Sec. 28. Consent dividends credit.]

(@) Shareholders’ consents—The corpora-
tion shall not be entitled to a consent divi-
dends credit with respect to any taxzable
year—

(1) Unless it files with its return for such
year (in accordance with regulations pre-
scribed by the Commissioner with the ap-
proval of the Secretary) signed consents
made under oath by persons who Trere
shareholders, on the last day of the taxable
year of the corporation, of any class of con-
sent stock; and .

(2) Unless In each such consent the
shareholder agrees that he will include as a
taxable dividend, in his return for the tax-
able year in which or with which the tax-
able year of the corporation ends, a specific
amount; and

(3) Unless the consents filed are made by
such of the shareholders and the amount
specified in each consent is such, that the
consent distribution would not have been o
preferential distribution—

(A) If there was no partial distribution
during the last month of the taxable year of
the corporation, or

(B) If there was such a partial distribu-
tion, then when considered in connection
with such partial distribution; and

(4) Unless in each consent made by a
shareholder who is taxable with respect to
a dividend only if received from sources
within the United States, such shareholder
agrees that the specific amount stated in
the consent shall be considered as & divi-
dend received by him from sources within
the United States; and

(5) Unless each consent filed is accom-
panied by cash, or such other medium of
payment as the Commissioner may by reg-
ulations authorize, in an amount equal to
the amount that would be required by sec-
tion 143 (b) or 144 to be deducted and
withheld by the corporation if the amount
specified in the consent had been, on the
last day of the taxzable year of the corpora-
tion, paid to the shareholder in cash as a

dividend. The amount cccompanyloy tho
consent shall ke credited cgalpct the tax
Imposed by cection 211 (a) or 231 (o) upon
the shareholder. -

ArT. 28 (d)-1. Malking and filing of
consents.—A consent shall be made in
duplicate on cath or afiirmation on Form
972 in accordance with these rerula-
tions and the instructions on the form
or issued therewith and may be mad2
cnly by or on behalf of a person who
was the actual owner on the last day
of the corporation’s taxable year of any
class of consent stock, i. e., the pirson
who would have been required to in-
clude in gross income any dividends on
such stock actually distributed on the
last day of such year. In the consent
such person must agree:

(1) to include in his gross income for
his taxable year in which or with which
the taxable year of the corporation ends
a specific amount as a tazable dividend:
and

(2) if he is a shareholder who is tax-
able with respect to a dividend only it
received from sources within the United
States, that the specific amount stated
in his consent shall he considered as a
dividend received by him from scurces
within the United States.

A consent may be made at any time
not later than the due date of the cor-
poration’s income tax return for the taxz-
able year for which the credit is claimed.
(See article 53-4.) With such return,
and not later than the due date thereof,
the corporation must file two duly exe-
cuted duplicate originals of each con-
senting shareholder’s consent, and a
return on oath or affirmation on Form
973, showing by classes the stock out-
standing on the first and last days of the
taxable year, the dividend richts of such
stock, distribution made during the tax-
able year to shareholders, and giving all
the other information required by the
form.

In the event that any consent filed by
the corporation is made by & charcholder
in the payment to whom of o dividend in
cash, on the last day of the taxable year
of the corporation, the corporation
would have been required to deduct and
withhold any amount as a tax under s¢c-
tion 143 (b) or 144, such consent, when
filed by the corporation, must be ac-
companied by payment of the amount
which would have begen required to be
deducted and withheld if the amount
specified in such consent had, on the last
day of the corporation’s taxoble year,
been paid to the sharcholder in cash as
a dividend. Such payment must be in
one of the following forms:

(a) cash;

(b) United States postal money order;

(c) certified check dravm on a do-
mestic bank, provided that the law of
the place where the bank is located does
not permit the certification to be re-
scinded prior to presentation;

(@) a cashier’s check of a domestic
bank; or
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(¢) a draft on o domestic bank or a
forei-n bank maintainine a TUnited
States acency or branch and payable
in United States funds.

The amount of such payment shall be
credited against the tax imposad by see-
tion 211 (a) or 231 (a) upon the share-
holdsr,

Arr. 28 (d)-2. Comsent distribution
must be nongpreferential —The applica-
tion of section 28 (d) (3) may h2 lllus-
trated as follows:

Exomple: The X Corporation, which
makes its Income tax relurns on the
calendar year basis, has 200 shares of
steer cutstanding, owned by A and B
fn c¢qual amounts. On Dazcembzr 15,
1933, the corporation distributes $600 to
B and $100 to A. On Dzcambzr 31,
1933, A executes a consent to include
5500 in his grozs income as a tazable
dividend, thouth such amount is nof
distributed to him. Thne X Corparation,
actuming the other requirements of sse-
tion 23 have been complisd with, is en-
titled to a consent dividends credift of
$£500. Thour~h considered by themselves,
both the partial distribution of $700 2nd
the consent distribution cf $59D are pref-
erentiol, when considered tozether they
constitute a single nonpreferential dis-
tribution of $1,200.

I8z, 23. Cencent dividends credit.]

{¢) Concont distribution es part ef cn-
tire distribution ~If during the Iast month
of the toxnble year with rospact to which
chorcholders’ concents are filed by the cor-
poration undcr subsocticn (d) thzre 1= moda
o partial distribution, then, for th? pur-
pocs of this title, such partial dlztribution
and the concent dlstribution chall be con-
oldered 235 having boen mode in connectin
with cach cther and czch chall be consid-

ercd toscthcr with the other as on2 entire
dbstribution.

Arx. 28 (e)-1. Consent and partial dis-
trivutions to bz considered together—
The rule provided In szction 23 (e), that
& concont distribution and a partial dis-
tribution are fo b2 considered as having
bzin made in connection with each other
and as together forming parts of one
entire distribution, i3 no* limited to the
purrposes of section 23, but is applicable
in connection with any of the purposss
of Title I. Thus, such rule is to b2 an-
plied to determine whether o partial dis-
tribution is o preferential dividend un-
der section 27 (h). See article 27 (h)-1.

[8zc. 23. Concont dividends credit.]

(/) Tzzability of emounts specified in can-
cenis~Toe total amount cpecifizd in o con-
cont filed under sukzection (d) chall e in-
cludzd 25 2 taxable dividend in the grozs in-
com?2 of the choreholdzr moling such con-
cont, and, if th2 choveholder {3 tazoble with
recpoet to a dividend only If recelved from
couress within the United States, chall bz
included in the computation of his tax as a
dividend recoived from cources within the
Unlted States; rezordless of—

(1) Whaethzor he actunlly €0 Includas it in
his return; and

{2) Whether the dictribution by the corps-
ratisn of an cmount equzal to the total sum
includod in all the concents fled, had actual
distribution boen mode, would hove besn
in vwhole or iIn part o tazable dividend; and

(3) Whether the corparation Is entitled to
any consent dividends credit by reason of



674

the filing of such consents, or to a credit
less than the total sum included in all the
consents filed,

Arr. 28 (£)-1. Tazxability of amounts
specified in consents—Once a share-
holder’s consent is filed, the full amount
specified therein shall be included in his
gross income as a taxable dividend, and,
in cases where the shareholder is tax-
able on a dividend only if received from
sources within the United States, shall
be treated as a dividend so received; re-
gardless of—

(1) whether he actually so includes it
in his return;

(2) whether he would have been tax-
able on all or any part of such amount
as & dividend if it had been distributed
to him in cash; and

(3) whether the corporation, as a re-
sult of filing such consents, is entitled
to any consent dividends credit or to
a smaller consent dividends credit than
the sum of the amounts specified in the
several consents. .

The ground upon which a consent
dividends credit is denied the corpora-
tion does not affect the taxability to a
shareholder whose “consent has been
filed of the amount specified in his con-
sent. Thus, he is taxable on the full
amount so specified, though the corpo-
ration receives no credit or a smaller
credit than the sum of the amounts
specified in the consents because the
corporation has no earnings and profits
or a smaller amount of earnings and

profits than the sum of the amounts]

specified in the consents. The full
amount specified in a shareholder’s con-
sent which has been filed is also tax-
able to him as a dividend though a con-
sent dividends credit is denied the cor-
poration because (@) preferred dividends
have not been paid, (b) part or ail of
the consent stock has been in a state of
liquidation at any time during the tax-
able year, (¢) the distribution of which
the consent distribution is a part is
preferential, (d) a consenting share-
holder who is taxable with respect to a
dividend only if received from sources
within the United States fails to agree
that the amount specified in his con-
sent shall be considered as a dividend
received by him from sources within the
United States, or (e) payment has not
been made as required by section 28 (d)
(5) and article 28 (d)-1.

[SEc, 28. Consent dividends credit.]

(g) Corporate shareholders—If the share-
holder who makes the consent is a corpora-
tion, the amount specified in the consent
shall be considered as part of its earnings
or profits for the tazable year, and shall be
included in the computation of its accumu-
lated earnings and profits.

ArT, 28 (g)-1. Treatment of amount
specified in consent of corporate share-
holder.—From the standpoint of com-
puting a shareholder’s income for & tax-
able year relative to which he has agreed
to include a specific amount in gross in-
come, such amount is treated exactly as
though such shareholder had received in

cash a taxable dividend equal to the
amount specified in his consent. There-
fore, in the case of a corporate share-
holder, such amount shall be included in
the computation of its earnings and
profits for the taxable year and its ac-
cumulated earnings and profits as of the
close of the taxable year. The effect
of a corporate shareholder’s consent
upon the computation of its earnings
and profits may be illustrated as
follows:

Ezample: The X Corporation has one
shareholder, the ¥ Corporation, whose
consent to include $10,000 in its gross
income for the calendar year 1938 has
been duly made and filed. The earnings
and profits of the X Corporation for the
calendar year 1938 amount to only
$8,000, there being at the beginning of
the year 1938 no accumulated earnings
or profits. The Y Corporation must nev-
ertheless include in its gross income
$10,000 as a taxable dividend. Assume
the Y Corporation to have begun the
year 1938 with $5,000 accumulated earn-
ings and profits, to have made no dis-
tributions during the year, and (with-~
out considering the amount specified in
its consent) to have had neither profit
nor loss during the year. Ifs earnings
and profits for the year will be $10,000
and its accumulated earnings and profits
at the close of the year will be $15,000.

[SEc. 28. Consent dividends credit.]

(1) Basis of stock in hands of sharehold-
ers—The amount specified In a consent
made under subsection (d) shall, for the
purpose of adjusting the basis of the con-
sent stock with respect to which the con-
sent was given, be treated as having been
reinvested by the shareholder as a contri-
bution to the capital of the corporation; but
only in an amount which bears the same
ratio to the consent dividends credit of the
corporation as the amount of such share-
holder’s consent stock bears to the total
amount of consent stock with respect to
which consents are made.

(i) Effect on capital account of corpora-|.

tion~The amount of the consent dividends
credit allowed under subsection (c¢) shall be
considered as pald in surplus or as a contri-
bution to the capital of the corporation, and
the accumulated earnings and profits as of
the close of the taxable year shall be corre~
spondingly reduced.

ART. 28 (i)-1. Effect on basis of stock
in hands of shareholders and capital ac-
count of corporation.—The application
of sections 28 (h) and 28 (i) may be
illustrated by the following example:

Ezample: The X Corporation, which
makes its income tax returns on the cal-
endar year hasis, has only one class of
stock outstanding, owned entirely by A
and B in equal amounts. A makes a
consent to include $50 in his gross in-
come as a dividend, but B refuses to do
so. The X Corporation therefore dis-
tributes $50 to B in cash during the last
month of its taxable year 1938. 'The
consent distribution evidenced by A’s
consent and the actual distribution to B
are treated together, as though one dis-
tribution of $100 had been made. The
earnings and profits of the X Corpora-
tion for 1938, however, amount to only
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$80, there being at the beginning of the
year 1938 no accumtulated earnings or
profits. If, therefore, the entire $100,
which is the sum of A’s consent distri-
bution and B’s actual distribution, had
been actually distributed, 80 percent
thereof would have been a dividend, in-
cludible in the X Corporation’s basic
surtax credit, and 20 percent & return
of capital. Applying this principle to
the facts stated, the following results
are obtained:

(1) In the case of the X Corpora~
tion—

(a) Its consent dividends credit is $40,
being 80 percent of the amount specified
in A’s consent;

(D) Its basic surtax credit, assuming it
has no net operating loss in the preced«
ing year and no bank affillate credit, iy
$80, composed of a consent dividends
credit of $40 and an allowance for divi-
dends paid of $40;

(¢) The amount of its accumulated
earnings and profits as of the close of
the taxable year is zero, because of the
transfer of $40 (the amount of the con-
sent dividends credit) from earnings and
profits to capital account and the deduc-
tion of an additional $40 on account of
dividends paid to B. If, therefore, in
the following year the X Corporation
has no earnings and profits but never=
theless makes a distribution to share-
holders, no part of such distribution will
be a dividend, but it will all constituto
a return of capital. .

(2) In the case of A~

(@) A is taxable on $50-as a dividend;

() The basis of his stock is increased
by $40, his pro rata share, i. e, all, of
the consent dividends credit.

(3) In the case of B—

(@) B is taxable on $40 as a dividend;
(b) The basis of his stock is reduced
by $10.

[Skec. 28. Consent dividends credit.]

(1) Amounts not included in sharcholder's
return—The fallure of a shareholdor of con«
sent stock to include in his gross incomo for
the proper taxable year the amount speoified
in the consent made by him and filed by
the corporation, shall have the samo offect,
with respect to the deflcloncy resulting
therefrom, as is provided in section 273 (f)
with respect to a deficlency resulting from
a mathematical error appearing on the fdco
of the return,

CHAPTER VI
Credits Against Tax

Part III—Credits Against Tax

Skc. 31, Tazes of forelgn countries and pos-
sessions of United States—The amount of
income, war-profits, and excesg-profits taxes
imposed by forelgn countries or possessions
of the United States shall be allowed as &
credit against the tax, to the extent provided
in section 131,

Sec. 32. Taxes withheld at source—~The
amount of tax withheld at the source under
section 143 or 144 shall be allowed as o
credit against tho tax.

Sec. 38, Credit for overpayments—For
credit against the tax of overpayments of
taxes imposed by this title for othor taxablo
years, see section 322.
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CHAPTER VII
Accounting Periods and Ilethods

Part TV—Accounting Periods and Meth-
ods of Accounting

Szc. 41. General rule—The net income
shall be computed upon the basis of the tax-
payer’s annual accounting period (fiscal year
or calendar year, as the case may be) in ac-
cordance with the methecd of accounting
regularly employed in keeping the books of
such taxpayer; but if no such method of ac-
counting has been so employed, or If the
method employed does not clearly refiect the
income, the computation shall be made in
accordance with such methed as in the opin-
ion of the Commissioner does clearly reflect
the income. If the taxpayer’s annual ac-
counting period is other than a fiscal year as
defined in section 48 or if the taxpayer has
no annual accounting period or does not keep
books, the net income shall be computed on
the basis of the calendar year. (¥For use of
inventories, see section 22 (c).)

Arr. 41-1, Computation of net in-
come~—Net income must be computed
with respect to s fixed period. Usually
that period is 12 months and is known
as the taxable year. Items of income
and of expenditures which as gross in-
come and deductions are elements in the
computation of net income need not be
in the form of cash. It is sufficient that
such items, if otherwise properly included
in the computation, can be valued in
terms of money. The time as of which
any item of gross income or any deduc-
tion is to be accounted for must be de-
termined in the light of the fundamental
rule that the computation shall be made
in such a manner as clearly reflects the
taxpayer’s income. If the method of ac-
counting regularly employed by him in

keeping his books clearly reflects his in-
- come, it is to be followed with respect to
the time as of which items of gross in-
come and deductions are to be accounted
for. (See articles 42-1 to 42-3.) If the
taxpayer does not regularly employ a
method of accounting which clearly re-
flects his income, the computation shall
be made in such manner as in the opin-
ion of the Commissioner clearly re-
flects it.

ART, 41-2. Bgses of computaiion and
changes in accounting methods—Ap-
proved standard methods of accounting
will ordinarily be regarded as clearly
reflecting inecome. A method of account-
ing will not, however, be regarded as
clearly reflecting income unless all items
of gross income and all deductions are
treated with reasonable -consistency.
See section 48 for definitions of “paid or
accrued” and “paid or incurred.” All
items of gross income shall be included
in the gross income for the taxable year
in which they are received by the tax-
payer, and deductions taken accordingly,
unless in order clearly to reflect income
such amounts are to be properly ac-
counted for as of a different pericd. But
see sections 42 and 43. See also section
48. For instance, in any case in which
it is necessary to use an inventory, no
method of accounting in regard to pur-
chases and sales will correctly reflect
income except an accrual method. A
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taxpayer is deemed to have recelved
items of gross income which have hoen
credited to or set apart for him without
restriction. (See articles 42-2 and 42-3.)
On the other hand, appreciation in value
of property is not even an accrual of
income to a taxpayer prior to the reali-
zation of such appreciation throurh cale
or conversion of the property. (Bub sce
article 22 (¢)-5.)

‘The true income, computed under the
Act and, if the tazspayer keeps books of
account, in accordance with the method
of accounting repularly employed in
keeping such books (provided the method
so used is properly applicable in deter-
mining the net income of the tazpayer
for purposes of taxation), shall in all
cases be entered in the return. If for
any reason the basis of reporting income
subject to tax is changed, the taxpayer
shall attach to his return a separate
statement setting forth for the tazable
year and for the preceding year the
classes of items differently treated under
the two systems, specifying in particular
all amounts duplicated or entirely
omitted as the result of such change.

A taxpayer who changes the method
of accounting employed in keeping his
books shall, before computing his income
upon such new method for purposes of
taxation, secure the consent of the Com-
missioner. For the purposes of this ar-
ticle, a change in the method of ac-
counting employed in keeping books
means any change in the accounting
treatment of items of income or deduc-
tions, such as & change from cash re-
ceipts and disbursements method to the
accrual method, or vice versa; o change
involving the basis of valuation em-
ployed in the computation of inven-
tories (see articles 22 (¢)-1 to 22 (¢)-8);
a change from the cash or accrual
method to the long-term contract
method, or vice versa; a chanre in the
long-term contract method from the
percentage of completion basis to the
completed contract basls, or vice versa
(see article 42-4); or a change involy-
ing the adoption of, or a change in the
use of, any other speeialized basfs of
computing net income such as the crop
basis (see articles 22 (a)-7 and 23
(a)-11). Application for permission to
change the method of accountine em-
ployed and the basis upon which the re-
turn is made shall be filed within 90
days after the beginning of the taszble
year to be covered by the return. The
application shall he accompanied by a
statement specifying the classes of items
differently treated under the two meth-
ods and specifying all amounts which
would be dquplicated or entirely omitted
as @& result of the proposed chanre.
Permission to change the method of
accounting will not be granted unlezs
the taxpayer and the Commissioner
agree to the terms and conditions under
which the change will be effected. S22
article 22 (d)-1 with respect to changing
te the method of taking inventories pro-

vided in section 22 (d) in the cace of
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preducers and prozcszors of certain non-
ferrous metals ond in the czse of
tonners.

Section 44 contnins spezcial provisions
for reporting the profit derived from the
cale of proparty on fhe installment plan.

The forezoiny reguirements relative
to o change of accounting methad are
not applicable if o taxpayer desires to
adopt the installment basis of refurning
income, as providsd in article 44-1, bub
are applicable if o tazpayer desires fo
chonre from such basis to a straighé
accrual basis. In cases where psrmizsion
to malie such change is granted, the
taxpayer will ba required to retwrn as ad-
ditional income for the taxable year in
which the chance {s made all the profit
not theretofore returned as income per-
tainingy to the payments due on install-
ment ¢ales confracts as of the cloze of
the preceding taxable year.

Anr, 41-3. IMethods of accounting—I6
is recognizad that no uniform method of
accounting can he preseribad for all tax-
payers, and the law contemplates that
each taxpayer shall adopt such forms
and systems of accounting as are in his
judrment best suited to his purpese.
Each tazpayer is required by law to make
2 return of his true income. He must,
therefore, mainfoin such accounting
records as will enable him fo do so.
(Sze gection 54 and article 54-1)
Amons the ezzentials are the following:

(1) In all cases in which the preduc-
tion, purchase, or sale of merchandise
of any kind is an income-preducing fac-
tor, inventories of the merchandiss on
hand (including finishad goods, work in.
process, raw materials, and suppliss)
should be taken at the bexinning and
end of the year and uszsd in compufinz
the net income of the year (scee section
22 (¢) and articles 22 (¢)-1 to 22 (c)-8);

(2) Espcendifures made during the
year should be properly classified as be-
tween capital and expznse; that is o say,
expenditures for items of plant, eguip-
ment, ete., which have a useful life ex-
tendiny subzfantially bzyond the year
chould bz charged to a capital account
and not to an expznse account; and

(3) In any case in which th2 cost of
capital assets is bzing recovered through
deductions for wear and tear, dzplztion,
or chb:olezcence, any expenditure (other
than ordinary repairs) made to restore
the nroperty or prolong its useful life
should be added to the property account
or charged against the appropriate re-
gerve and not to current expenses.

Anr, 41-4. Accounting pericd —The
return of a taxpayer is made and his
income computed for his taxable year,
which in general means his fiscal year,
or the calendar year if he has not estab-
lished a fiscal year. (See section 432
The term “fizeal year” means an ac
counting pariod of 12 months ending ot
the last day of any month other than
Dzcember. INo fisecal year will, however,
be rccormizad unlezs kefore its clesz it
was definitely established as an account-~
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ing period by the taxpayer and the books
of such taxpayer were kept in accord-
ance therewith. A person having no
such fiscal year must make his return
on the basis of the calendar year. Ex-
cept in the case of a first return for in~
come tax a taxpayer shall make his re-
turn on the basis upon which he made
his return for the taxable year immedi-

ately preceding, unless, with the ap-

proval of the Commissioner, he has
changed his accounting period. See
article 46-1.

Sec. 42, Period in which items of gross
income included.—The amount of all items
of gross income shall be included in the
gross income for the taxable year in which
received by the taxpayer, unless, under
methods of accounting permitted under
section 41, any such amounts are to be
properly accounted for as of a different
period. In the case of the death of a tax-
payer there shall be included in computing
net income for the taxable period in which
falls the date of his death, amounts ac-
crued up to the date of his death if not
otherwise properly included in respect of
such period or a prior period.

ART, 42-1, When included in gross in-
come~—Except as otherwise provided in
section 42 in the case of the death of a
taxpayer, gains, profits, and income are
to be included in the gross income for
the taxable year in which they are re-
ceived by the taxpayer, unless they are
included as of a different period in ac-
cordance with the approved method of
accounting followed by him. (See axti-
cles 41-1 to 41-3.) If a taxpayer has
died there shall also be included in com-
puting net income for the taxable period
in which he died amounts accrued up to
the date of his death if not otherwise
properly includible in respect of such
period or a prior period, regardless of the
fact that the decedent may have kept his
books and made his returns on the basis
of cash receipts and disbursements. If
no determination of compensation is had
until the completion of the services, the
amount received is ordinarily income for
the taxable year of its determination,
if the return is rendered on the accrual
basis; or, for the taxable year in which
received, if the return is rendered on the
receipts and disbursements basis. If a
person sues in one year on a pecuniary
claim or for property, and money or
property is recovered on g judgment
therefor in a later year, income is real-
ized in the later year, assuming that the
money or property would have been in-
come in the earlier year if then received.
This is true of a recovery for patent in-
fringement. Bad debts or accounts
charged off subsequent to March 1, 1913,
because of the fact that they were de-
termined to be worthless, which are
subsequently recovered, whether or not
by suit,-constitute income for the year
in which recovered, regardless of the
date when the amounts were charged off.
(See article 23 (k)-1.) Such items as
claims for compensation under canceled
Government contracts constitute income
for the year in which they are allowed
or their value is otherwise definitely de-

termined, if the refurn is rendered on
the accrual basis; or for the year in
which received, if the return is rendered
on the basis of cash receipts and dis-
bursements.

ART, 42-2. Income not reduced to pos-
session—Income which is credited to
the account of or set apart for a tax-
payer and which may be drawn tpon
by him at any time is subject to tax
for the year during which so credited
or set apart, although not then actually
reduced to possession. To constitute re-
ceipt in such a case the income must
be credited or set apart to the taxpayer
without any substantial limitation or
restriction as to the time or manner of
payment or condition upon which pay-
ment is to be made, and must be made
available to him so that it may be drawn
at any time, and its receipt brought
within his own control and disposition.
A book entry, if made, should indicate
an absolute transfer from one account
to another., If a corporation contin-
gently credits its employees with bonus
stock, but the stock is not available to
such employees until some future date,
the mere crediting on the books of the
corporation does not constitute receipt.

ART. 42-3. Examples of constructive
receipt—If interest coupons have ma-
tured and are payable, but have not
been cashed, such inferest, though not
collected when due and payable, shall
be included in gross income for the year
during which the coupons mature, un-
less it can be shown that there are no
funds available for payment of the in-
terest during such year. The interest
shall be included in gross income even
though the coupons are exchanged for
other property instead of eventually be-
ing cashed. The amount of defaulted
coupons is income for the year in which
paid. Dividends on corporate stock are
subject to tax when unqualifiedly made
subject to the demand of the share-
holder. If a dividend is declared pay-
able on December 31 and the corpora-
tion intended to and did follow its prac-
tice of paying the dividends by checks
mailed so that the shareholders would
not receive them until January of the
following year, such dividends are not
considered to have been unqualifiedly
made subject to the demand of the
shareholders prior to January, when the
checks were actually received. As to the
distributive share of the profits of a
partner in a partnership, see Section
188. Interest credited on savings bank
deposits, even though the bank nomi-
nally has a rule, seldom or never en-
forced, that it may require so many days'
notice before withdrawals are permitted,
is income to the depositor when cred-
jted. An amount credited to share-
holders of a building and loan associa-
tion, when such credit passes without
restriction to the shareholder, has a tax-
able status as income for the year of
the credit. If the amount of such ac-
cumulations does not become available

FEDERAL REGISTER, Friday, February 10, 1939

to the shareholder until the maturity of
a share, the amount of any share in
excess of the agegregate amount paid in
by the shareholder is income for the
year of the maturity of the share,

ART, 42-4. Long-term controcts—In-
come from long-term contracts is tax-
able for the period in which the income
is determined, such determination de-
pending upon the nature and terms of
the particular contract. As used in this
article the term “long-term contracts"
means building, installation, or construc-
tion contracts covering a period in ex-
cess of one year. Persons whose income
is derived in whole or in part from such
contracts may, as to such income, pre-
pare their returns upon either of the
following bases:

(@) Gross income derived from such
contracts may be reported upon the
basis of percentage of completion, In
such case there should accompany the
return certificates of architects or engl-
neers showing the percentage of comple-
tion during the taxable year of the ¢ne
tire work to be performed under the
contract. There should be deducted
from such gross income all expenditures
made during the taxable year on ac-
count of the contract, account being
taken of the material and supplies on
hand at the beginning and end of the
taxable period for use in connection
with the work under the contract but
not yet so applied. If, upon completion
of a contract, it is found that the tax-
able net income arising thereunder has
not been cleaxrly reflected for any yecar
or years, the Commissioner may permit
or require an amended refurn,

(b) Gross income may be reported for
the taxable year in which the contract
is finally completed and accepted if the
taxpayer elects as & consistent practice
so to treat such income, provided such
method clearly reflects the net income,
If this method Is adopted there should
be deducted from gross income all X«
penditures during the life of the con-
tract which are properly allocated
thereto, taking into consideration any
material and supplies charged to the
work under the contract but remaining
on hand at the time of completion.

A taxpayer may change his method of
accounting to accord with paragraph
(@) or (b) of this article only after per«
mission is secured from the Commis-
sioner as provided in article 41-2.

ART. 42-5. Sublraction for redemption
of trading stamps—~If a taxpayer, for
the purpose of promoting his business,
issues with sales trading stamps or pre-
mium coupons redeemable in merchan«
dise or cash, he should in computing the
income from such sales subfract only the
amount which will be required for the
redemption of such part of the tfotal
issue of trading stamps or premittm cott=
pons issued during the taxable year a8
will eventually be presented for redemp-
tion. This amount will be determined in
the light of the experience of the tax-
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payer in his particular business and of
other users of trading stamps or pre-
mium coupons engaged in similar busi-
nesses. ‘The taxpayer shall file for each
of the five preceding years, or such num-
ber of these years as stamps or coupons
have been issued by him, a statement
showing—

(@) The
each year;

(b) The total stamps redeemed in
each year; and

(¢) The rate, in percentage, which the
stamps redeemed in each year bear to
the total stamps issued in such year,
regardless of the year when such re-
deemed stamps were issued.

A similar statement shall also be pre-
sented showing the experience of other
users of stamps or coupons whose expe~
rience is relied upon by the taxpayer to
determine the amount to be subfracted
from the proceeds of sales. The Com-
missioner will examine the basis used in
each return, and in any case in which
the amount subtracted in respect of such
stamps or coupons is found to be exces-
sive, appropriate adjustment will be
made.

Sec. 43. Period for which deduclions ecnd
credits taken—The deductions and credits
(other than the corporation dividends pald
credit provided in section 27) provided for
in this title shall be teken for the taxable
year in which “paid or accrued” or “palid
or incwrred”, dependent upon the method of
accounting upon the basis of which the net
income is computed, unless in order to
clearly reflect the Income the deductions or
credits should be taken as of a difierent
period. In the case of the death of a tax-
payer there shall be allowed as deductions
and credits for the tazable pericd in which
falls the date of his death, amounts oac-
crued up to the date of his death (except
deductions wunder section 23 (o)) if not
otherwise properly allowable in respect of
s‘;uch period or a prior period.

ArT., 43-1. “Paid or incurred” and
. “paid or accrued’—(a) The terms “paid
or incurred” and “paid or accrued” will
be construed according to the method of
accounting upon the basis of which the
net income is compufed by the taxpayer.
(See section 48 (c).) 'The deductions
and credits provided for in Title I (other
than the dividends paid credit provided
in section 27) must be taken for the tax-
able year in which “paid or accrued”
or “paid or incurred,” unless in order
clearly to reflect the income such de-
ductions or credits should be taken as of
a different period. If a taxpayer de-
sires to claim a deduction or g credit as
of a pericd other than the period in
which if was “paid or accrued” or “paid
or incwrred,” he shall attach to his re-
turn a statement setting forth his re~
quest for consideration of the case by
the Commissioner together with a com-
plete statement of the facts upon which
he relies. However, in his income tax
retwrn he shall take the deduction or
credit only for the taxable period in
which it was actually “paid or incurred,”
or “paid or accrued,” as the case may be.
Upon the audit of the return, the Com-~

total issue of stamps during

missioner will decide whether the case is
within the exception provided by the
Act, and the taxpayver will be adviscd
as to the period for which the deduction
or credit is properly allowable,

(b) The provisions of paragraph ia)
of this article in general are not appli-
cable with respect to the toxable pericd
during which the taxpayer dics. In such
case there shall also be sllowed as de-
ductions and credits for such tazable
pericd amounts (except dcductions
under section 23 (0)) accrued up to the
date of his death if not otherwise allow-
able with respect to such periocd or o
prior period, rezardless of the fack that
the decedent was required to keep his
books and make his returns on the
basis of cash receipts and dicbursements.

ArT. 43-2. When charges dcduckible—
Each year’s return, so far as practicable,
both as to gross income and deductions
therefrom, should be complete in itcelf,
and taxpayers are expected fo maoke
every reasonable effort to ascertain the
facts necescsary to make a correct re~
turn. The expenses, labilities, or def-
jcit of one year cannot be used to rc-
duce the income of 2 subsequent yeor.
A taxpayer has the right to deduct all
authorized allowances, and it follows
that if he does nob within any year
deduct certain of his expenses, losses,
inierest, taxes, or other charges, he can~
not deduct them from the income of the
next or any succeeding year. It I5 ree-
ognized, however, that particularly in o
going business of any magnitude there
are certain overlapping iteras both of
income and deduction, and £0 long as
these overlapping items do not matie-
rially distort the income they may be
included in the year in which the tax-
payer, pursuant to a consistent policy,
takes them into his accounts, Jud<?-
ments or other binding adjudications,
such as decisions of referees and boards
of review under workmen's compinsi-
tion laws, on account of damages for
patent infringement, personal injuries,
or other cauge, are deductible from gross
income when the claim is go adiudicated
or paid, unless taken under other meth-
ods of accounting which clearly reflect
the correct deduction, less any amount
of such damages as may have bheen com-~
pensated for by insurance or otherwize,
If subsequent to its occurrence, hovever,
a taxpayer first ascertains the amount
of a loss sustained during a prior tax-
able year which has not begn deducted
from gross Income, he may render an
amended return for such preceding tas-
able year including such amount of lozs
in the deductions from gross income and
may file a claim for refund of the c¢recss
tax paid by reason of the failure to
deduct such loss in the original return.
(See section 322.) A loss from theft or
embezzlement ccewnring in one year and
discovered in another is ordinarily de-
duetible for the year in which sustained.

Sec. 44. Installment bosis.—(a) Decalers in
personal property—VUpder regmalations pre-
seribed by the Commicsloncr with tho op-
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preval of the Scoxciary, a porsin Who reg=
I2ely ool o othorwile dispozzs of personnl
prop-rty en the inctallmont plon may refwen
5 tneome therefrom In any tavable yeor that
proporiion of the inctallment poyments actu-
olly rcecived fn thot yeor wiich the gress
profit realized or to b2 redlized vhon poy-
ment §5 comploted, hoars to the total con-
troet prico.

(D} Salca of realty end easuol salez of
perconally—In the cace (1) of a casual sole
or other ccmunl dicporition of personsl prop~
crty (other thon propsety of o kind which
would proporly be included in the tnventory
of the taxpoyer if on hond at the closz of
the fazable yoar), for a price ergzading
£1030, er (2) of o c2l2 oy other disnaosition of
rcal proporty, i In cither casz the foftial
paymonts ¢y not cncecd 39 por exntum of
the colling priez (o, In cace the =21z or othar
dicnocition wes In o tancble yoor begieninz
nricr to Jonuary 1, 1834, the percemtase o
the colliny price preceridozd in the law ap-
pieable to cuch yeor), the income may, un-
der reoulations procirikcd by the Commis-
cloner with the approval of the Szorctary,
ko retizned on the bosts and in the monner
ckove preceribod In this section. As uszd In
this cootion the torm “Initinl poyments™
means the poaymeonts reesived in ex:h or
proporty othicr thom cvideness of indebted-
neo3 of the purchoccr during the toxalle
pcricd $n which the ool or ether disprsitin
15 moda, .

{¢) Chanqgc from ccovucl to instcllment
basis—If o tospayer centitled to the benefits
of cubcoetion (a) elzews for any taxablz year
to xcport his nct frcome on the inztallmeznt
bacis, then fn computing his income for the
soor of choange or any subsaquent yeal,
omounts cetunlly reecived duxing any such
ycor on eecsunt of cales or other dispsitions
of proporty made in any pricr yeor shall not
be czeluded.

(2} Goir or loss upan disposition of in-
stetlment obligations —If an instoliment ok~
lization {3 caticicu abt other than Its fote
wiur op distribuicd, troncmitfed, said, o
ctherticn dicnaczd of, soin or 1053 shall re-
cult to the cxtent of the dilfercnca botuesn
the boois of the gblizntion oxd (1) in the
¢oox of catlicfoction at othior thop fote volus
¢r o cile or exchon~o—th? amount rexlizzd,
gr {2} in cacn of 2 diztribution, transmizsion,
or dicnezition othorwic> thon by cale or ex-
chonao-—tho folr moualict valuz of the cbll-
pation at the timo of cuch distributisn,
tranomic-ion, or dicratition. Any gain cor IS
£3 rooultine chall B~ considered o5 resulting
from the cole or exchanze of the propoty
In rcopoet of whick the installment odlzo~
tion was reecived. The bosic of the oblizo-
tion chall ke the excocs of the foco volu? of
the cbliration ovcr an amount egual to the
ineome which wowld ko retwnskble vore the
abYmation caticficd in fuil, This subzzetin
chall not apply to tho trancmi=sion at dooth
of nstollment obltzations if there n fizd
with the Commiccisncy, af cuch tim?2 235 he
moy by reculation pressxeibe, 2 bond in such
omocunt ond with such curcties o5 hz moy
deon negnooary, eanditioncd upon the return
©3 freome, by the pCIlon recziving any poy-
meont on suck gbMoations, of the sam2 pro-
portion of cuch poymeontcos would k2 re-
turnoble ag incom? by the deccedant if he
hod Hyved opd hod yeecived such paymont.
If an ipctaliment obhii-ztion i diztributzd
by c¢u2 corporation to ansther cosporciion
in the ecource of o Moumidotion, and undsr
cootion 112 (b) (6) mo goin or los with
rccpoet to the receint of such oblizntion is
recormizod In the eol2 of the rexipient corpa-
ration, thon no gain or lozs with respzet o
the diztribution of such oblization shall he
recogmized o the cacz of the distributing
corporation.

Anr. 44-1. Sale of perconal property
on nstallment plan—pPzalers in personal
property ordinarily sell elfher for cash
or on the personal credit of the pur-
chaser or on the installment plan.
Dezalers who sell on the installment plan
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usually adopt one of four ways of pro-
tecting themselves in case of default—

(a) By an agreement that title is to
remain in the vendor until the purchaser
has completely performed his part of the
transaction;

(b) By a form of contract in which
title is conveyed to the purchaser im-
mediately, but subject to a lien for the
unpaid portion of the selling price;

(c) By a present transfer of title to
the purchaser, who at the same time ex-
ecutes a reconveyance in the form of a
chattel mortgage to the vendor; or

(d) By conveyance to a trustee pend-
ing performance of the contract and
subject to its provisions.

The general purpose and effect being
the same in all.of these cases, the same
rule is uniformly .applicable. The gen-
eral rule prescribed is that a person who
regularly sells or otherwise disposes of
personal property on the installment
plan, whether or not title remains in the
vendor until the property is fully paid
for, may return as income therefrom in
any taxable year that proportion of the
installment payments actually received
in that year which the total or gross
profit (that is, sales less cost of goods
sold) realized or to be realized when the
property is paid for, bears to the total
contract price. Thus the income of a
dealer in personal property- on the in-
stallment plan may be ascertained by
taking as income that proportion of the
total payments received in the taxable
year from installment sales (such pay-
ments being allocated to the year against
the sales of which they apply) which the
total or gross profit realized or to be
realized on the total installment sales
made during each year bears to the total
contract price of all such sales made
during that respective year. No pay-
ments received in the taxable year shall
be excluded in computing the amount of
income to be returned on the ground
that they were received under a sale the
total profit from which was returned as
income during a taxable year or years
prior to the change by the taxpayer to
the installment basis of returning in-
come. But in the case of any taxpayer
who, by an original return made prior
to TFebruary 26, 1926, changed the
method of reporting his net income for
the taxable year 1924 or any prior tax-
able year fo the installment basis, see
section 705 of the Revenue Act of 1928.
Deductible items are not to be allocated
to the years in which the profits from
the sales of a particular year are to be
retwrned as income, but must be de-
ducted for the taxable year in which the
items are “paid or incurred” or *“paid
or accrued,” as provided by sections
43 and 48, A dealer who desires to com-
pute his income on the installment basis
shall maintain books of account in such
a manner as to enable an accurate com-
putation to be made on such basis in
accordance with the provisions of this
article.

The income from a casual sale or
other casual disposition of personal
property (other than property of a kind
which should properly be included in
inventory) may be reported on the in-
stallment basis only if (1) the sale price

‘exceeds $1,000 and (2) the initial pay-

ments do not exceed 30 percent of the
selling price.

If for any reason the purchaser de-
faults in any .of his payments, and the
vendor returning income on the install-
ment basis repossesses the property sold,
whether title thereto had been retained
by the vendor or transferred to the pur-
chaser, gain or loss for the year in
which the repossession occurs is to be
computed upon any installment obliga-
tions of the purchaser which are sat-
isfied or discharged upon the reposses-
sion or are applied by the vendor to the
purchase or bid price of the property.
Such gain or loss is to be measured by
the difference between the fair market
value of the property repossessed and
the basis in the hands of the vendor of
the obligations of the purchaser which
are so satisfied, discharged, or applied,
with proper adjustment for any other
amounts realized or cosfs incurred in
connection with the repossession. (See
also article 44-5.) 'The basis in the
hands of the vendor of the obligations
of the purchaser satisfied, discharged,
or applied upon the repossession of the
property shall be the excess of the face
value of such obligations over an amount
equal to the income which would be re-
turnable were the obligations paid in
full. No deduction for a bad debt shall
in any case be taken on account of any
portion of the obligations of the pur-
chaser which are treated by the vendor
as not having been satisfied, discharged,
or applied upon the repossession, unless
it is clearly shown that after the prop-
erty was repossessed the purchaser re-
mained liable for such portion; and in
no event shall the amount of the de-
duction exceed the basis in the hands
of the vendor of the portion of the ob-
ligations with respect to which the pur-
chaser remained liable after the repos-
session. (See also article 23 (k)-1.) If
the property repossessed is bid in by the
vendor at a lawful public auction or
judicial sale, the fair market value of
the property shall be presumed to be
the purchase or bid price thereof in the
absence of clear and convincing proof to
the contrary. The property repossessed
shall be carried on the books of the
vendor at its fair market value at the
time of repossession. .

If the vendor chooses as a matter of
consistent practice to return the income
from installment sales on the straight
accrual or cash receipts and disburse-
ments basis, such a course is permissible.

ArT. 44-2. Sale of real property in-
volving deferred payments~—~Under sec-
tion 44 deferred-payment sales of real
property include (@) agreements of pur-
chase and sale which contemplate that
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a conveyance is not to be made at the
outset, but only after all or a substantial
portion of the selling price has been paid,
and (b) sales in which there is an imme-
diate transfer of title, the vendor being
protected by a mortgage or other lien ag
to deferred payments. Such sales, either
under (@) or (b, fall into two classes
when considered with respect to the
terms of sale, as follows:

(1) sSales of property on the install-
ment plan, that is, sales in which the
payments received in cash or property
other than evidences of indebtedness of
the purchaser during the taxable year
in which the sale is made do not exceed
30 percent of the selling price;

(2) Deferred-payment sales not on the
installment plan, that is, sales In which
the payments received in cash or prop-
erty other than evidences of indebted-
ness of the purchaser during the taxable
year in which the sale is made exceed 30
percent of the selling price,

In the sale of mortgaged property the
amount of the mortgage, whether the
property is merely taken subject to the
mortgage or whether the mortgage is as-
sumed by the purchaser, shall be included
as a part of the “selling price,” but the
amount of the mortgage, to the extent it
does not exceed the basis to the vendor of
the property sold, shall not be considered
as a part of the “initial payments” or
of the ‘“total contract price,” ag those
terms are used in section 44, in articles
44-1 and 44-3, and in this article, The
term “initial payments” does not include
amounts received by the vendor in the
year of sale from the disposition to a
third person of notes given by the ven-
dee as part of the purchase price which
are due and payable in subsequent years,
Commissions and other selling expenses
paid or incurred by the vendor are not to
be deducted or taken into account in de-
termining the amount of the “initial pay~
ments,” the “total contract price,” or the
“selling price,” The term ‘“Initial pay-
ments” contemplates at least one other
payment in addition to the initial pay-
ment. If the entire purchase price is to
be paid in a lump sum in a later year,
there being no payment during the first
year, the income may not be returned on
the installment basls. Income may not
be returned on the installment basls
where no payment in cash or property,
other than evidences of indebtedness of
the purchaser, is received during the first
year, the purchaser having promised to
make two or more payments in later
years.

ARrT, 44-3. Sale of real property on in-
stallment plan—~In transactions in-
cluded in class (1) in article 44-2 the
vendor may return as income from stuch
transactions in any taxable year that
proportion of the installment payments
actually received in that year which the
total profit realized or to be reallzed
when the property is pald for bears to
the total contract price.
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If the purchaser defaults in any of his
payments, and the vendor returning in-
‘come on the installment basis reacquires
the property sold, whether title thereto
had been retained by the vendor or
transferred to the purchaser, gain or
loss for the year in which the reacquisi-
tion occurs is to be computed upon any
instaliment obligations of the purchaser
which are satisfied or discharged upon
the reacquisition or are applied by the
vendor to the purchase or bid price of
the property. Such gain or loss is to be
measured by the difference between the
fair market value of the property reac-
quired (including the fair market value
of any fixed improvements placed on the
property by the purchaser) and the basis
in the hands of the vendor of the obli-
gations of the purchaser which are so
satisfied, discharged, or applied, with
proper adjustment for any other
amounts realized or costs incurred in
connection with the reacquisition. (See
also article 44-5.) The basis in the
hands of the vendor of the obligations
of the purchaser satisfied, discharged, or
applied upon the reacquisition of the
property will be the excess of the face
value of such obligations over an amount
equal to the income which would be re-
turnable were the obligations paid in full.
No deduction for a bad debt shall in any
case be taken on account of any por-
tion of the obligations of the purchaser
which are treated by the vendor as not
having been satisfied, discharged, or ap-
plied upon the reacquisition of the prop-
erty, unless it is clearly shown that after
the property was reacquired the pur-
chaser remained liable for such portion;
and in no event shall the amount of the
deduction exceed the basis in the hands
of the vendor of the portion of the ob-
ligations with respect to which the
purchaser remained liable after the re-
acquisition. (See article 23 (k)-1.) If
the property reacquired is bid in by the
vendor at a foreclosure sale, the fair
market value of the property shall be
presumed to be the purchase or bid price
thereof in the absence of clear and con-
vineing proof to the contrary. If the
property reacquired is subsequently sold,
the basis for determining gain or loss
is the fair market value of the property
at the date of reacquisition (including
the fair market value of any fized im-
provements placed on the property by
the purchaser).

If the vendor chooses as a matter of
consistent practice to return the income
from installment sales on the straight
accrual or cash receipts and disburse-
ments basis, such a course is permissible,
and the sales will be treated as deferred-
payment sales not on the installment
plan.

ART. 444, Deferred-payment sale of
real property not on instellment plan.—
In transactions included in class (2) in
article 44-2, the obligations of the pur-
chaser received by the vendor are to be
considered as the eguivalent of cash to

the amount of their fair market value in
ascertaining the profit or loss from the
transaction.

If the vendor has retained title to the
property and the purchaser defaults in
any of his payments, and the vendor re-
possesses the property, the -difference
between (1) the entire amount of the
payments actually received on the con-
tract and retained by the vendor plus
the fair market value at the time of re-
possession of fixed improvements placed
on the property by the purchaser and
(2) the sum of the profts previously
returned as income in connection there-
with and an amount representing what
would have been a proper adjustment
for exhaustion, wear and tear, cbsoles-
cence, amortization, and depletion of the
property during the pericd the property
was in the hands of the purchaser had
the sale not been made will constitute
gain or loss, as the case may be, to the
vendor for the year in which the prop-
erty is repossessed, and the basis of the
property in the hands of the vendor will
be the original basis at the time of the
sale plus' the fair market value at the
time of repossession, of fixed improve-
ments placed on the property by the
purchaser. If the vendor has previcusly
transferred title to the purchacer, and
the purchaser defaults in any of his pay-
ments and the vendor reacquires the
property, such reacquisition shall be re-
garded as a transfer by the vendor, in
exchange for the property, of such of the | p;
purchaser’s obligations as are applied by
the vendor to the purchase or bhid price
of the property. Such an exchange will
be regarded as having resulted in the
realization by the vendor of rain or loss,
as the case may be, for the year of re-
acquisition, measured by the difference
between the fair market value of the
property reacquired, including the fair
market value of fixed improvements
placed on the property by the purchacer,
and the basis in the hands of the vendor
of the obligations of the purchaser (gen-
erally, the fair market value thereof
which was previously recognized in com-
puting income) which were applied by
the vendor to the purchase or bid price
of the property. The fair market value
of the property reacquired shall be pre-
sumed to be the amount for which it is
bid in by the vendor in the absence of
clear and convincing proof to the con-
trary. If the property reacquired is sub-
sequently sold, the basis for determining
gain or loss is the fair market value of
the property at the date of reacquisition
including the fair market value of the
fixed improvements placed on the prop-
erty by the purchaser,

If the obligations received by the ven-
dor have no fair market value, the pay-
ments in cash or other property having
a fair market value shall be applied
against and reduce the bLasis of the
property sold, and, if in excess of such
basis, shall be taxable to the extent of
the excess. Gain or loss is realized when
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the chligations are disposaed of or satis-
fied, the amount baing the difference be-
tween the reduced basis as provided
above and the amount realized therefor.
Only in rare and extraordinary cases
does property have no fair market value,

ART. 44-5. Gain or loss upon disposi-
tion of installment obligations~—The en-
tire amount of gain or loss resulting
from the disposition or satisfaction of
installment oblizations, computed in ac-
cordance with section 44 (d), is reccz-
nized under the Act, unless the disposi-
tion is within one of the exceptions
made by the Act. Such an excepticn
is provided in section 44 (d) with respact
to distributions under section 112 ()
(6), and in section 112 (b) (4) and (5)
with respsct to exchanges.

‘The application of subsection (@ of
section 44 may be illustrated by the
following examples:

Ezemple (I): In 1936 the M Cor-
poration sold a piece of unimproved real
estate to B for $20,000. The company
acquired the proparty in 1918 at a cost
of $10,000. During 1936 the company
received $5,000 cash and vendee’s notes
for the remainder of the selling price,
or $15,000, pavable in subsequent years.
In 1938, before the vendee made any
further payments, the company sold the
notes for $13,000 in cash. The corpora~
tion makes its returns on the calendar
year basls. The income to be reported
for 1938 is $5,500, computed as follows:

cecds of cale of notes oo 813,000

S.llln"' price of property._— $20,000
Cest of propc’rty...?.._.__- 10, 000

Total profit ceeooooo
Totel contract price..
Porcent of profit, cr propasr-
tion of each payment re-
twrnable os income, $10,-
009 divided by £20,000,
&0 poreent.
Face value of notesaaaaaoao
Amgount of income retwrn-
able were the notes catis-
ficd In full, £9 porcent of
15,602

10,000
29,000

15,030

7,500

Excess of fece value of notes over
amount of income returnable were

the notes caticfled In full _____ 7,500
Taxable Income to be reparted
for 1838 5,500

Ezample (2): Suppoze in the example
riven above the M Corporation, instead
of selling the notes, distributzd them in
1933 to its shareholders as a dividend,
and at the time of such distribution the
fair market value of the notes was $14,-
000. The income to be reporfed for
1938 is $6,500, computed as follows:
Falr market value of nates.__ $14,000
Exucecs of foce value of notes over

amount cf incom? returnable were
the notes caticfled in full (com-

puted 25 in examplae (1)). 7,599
Taxable Income to be reported
for 1933 6,540

If the taxpayer, referred to in the
above examples (1) and (2) as Corpora-
tion M, had been an individual, the tax-
able income to be reported, shown above
as $5,500 and $6,500, respectively, would
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have been limited to 50 percent thereof
by section 117 (b), the real estate hav-
ing been held for more than 24 months
prior to its sale in 1936. See also section
117 (e).

In the case of decedents who die pos-
sessed of installment obligations, no gain
on account of the transmission at death
of such obligations is required to be
reported as income in the return of the
decedent for the year of his death, if
the executor or administrator of the es-
tate of the decedent or any of the next
of kin or legatees files with the Com-
missioner a bond on Form 1132 in an
amount .not less than the amount by
which the tax of the decedent for the
year of his death would have been in-
creased had no such bond been filed.
‘The bond shall be conditioned upon the
return as income, by any person receiv-
ing any payment in satisfaction of such
obligations, of the same proportion of
such payment as would be returnable as
income by the decedent if he had lived
and had received such payment. The
bond shall be executed by a surety com-
pany holding a certificate of authority
from the Secretary of the Treasury as
an acceptable surety on Federal bonds,
shall be subject to the approval of the
Commissioner, and must be filed at the
time of filing the return of the decedent
for the year of his death. See section
1126 of the Revenue Act of 1926, as
amended (paragraph 35 of the Appen-
dix to these regulations), providing that
where a bond is required by law or reg-
ulations, in lieu of surety or sureties
there may be deposited bonds or notes
of the United States.

See section 117 as to the limitation
on capital losses sustained by corpora-
tions and the limitation as to both
capital gains and capital losses of
individuals.

Sec. 456. Allocation of income and deduc-
tions.—In any case of two or more organiza-
tions, trades, or businesses (whether or not
incorporated, wwhether or not organized in the
United States, and whether or not afiiliated)
owned or controlled directly or indirectly by
the same interests, the Commissioner is au-
thorized to distribute, apportion, or allocate
gross income or deductions between or among
such organizations, trades, or businesses, if he
determines that such distribution, apportion-
ment, or allocation is necessary in order to
prevent evasion of taxes or clearly to reflect
the income of any of such organizations,
trades, or businesses.

ArT. 45-1, Determination of the taz-
able net income of a conirolled taz-
payer—(a) Definitions—When used in
this article—

(1) The term “organization” includes
any organization of any kind, whether
it be a sole proprietorship, a partnership,
a trust, an estate, or a corporation (as
each is defined or understood in the Act
or these regulations), irrespective of the
place where organized, where operated,
or where its trade or business is con-
ducted, and regardless of whether do-
mestic or foreign, whether exempt,

whether affiliated, or whether a party
to a consolidated return.

(2) The terms “trade” or “business”
include any trade or business activity
of any kind, regardless of whether or
where organized, whether owned indi-
vidually or otherwise, and regardless of
the place where carried on.

(3) The term “controlled” includes
any kind of control, direct or indirect,
whether legally enforceable, and how-
ever exercisable or exercised. It is the
reality of the control which is decislve,
not its form or the mode of its exercise.
A presumption of control arises if in-
come or deductions have been arbi-
trarily shifted.

(4) The term “controlled laxpayer”
means any one of two or more organi-
zations, trades, or businesses owned or
controlled directly or indirectly by the
same interests.

(5) The terms “group” and “group of
controlled taxpayers” mean the organi-
zations, trades, or businesses owned or
cantrolled by the same interests.

(6) The term “irue mnet income”
means, in the case of a controlled tax-
payer, the net income (or, as the case
may be, any item or element affecting
net income) which would have resulted
to the controlled taxpayer, had it in the
conduet of its affairs (or, as the case
may be; in the parbicular contract,
transaction, arrangement, or other act)
dealt with the other member or mem-
bers of the group at arm’s length. It
does not mean the income, the deduc-
tions, or the item or element of either,
resulting to the controlled taxpayer by
reason of the particular contract, trans-
action, or arrangement, the controlled
taxpayer, or the interests controlling it,
chose to make (even though such con-
tract, transaction, or arrangement be
legally binding upon the parties
thereto).

(b) Scope and purpose~—~The purpose
of section 45 is to place a controlled
taxpayer on g tax parity with. an un-
controlled taxpayer, by determining, ac-
cording to the standard of an uncon-
trolled taxpayer, the ftrue net income
from the property and business of a con-
frolled taxpayer. The interests control-
ling a group of controlled taxpayers are
assumed to have complete power to
cause each controlled taxpayer so to
conduct its affairs that its transactions
and accounting records truly reflect the
net income from the property and busi-
ness of each of the controlled taxpay-
ers. If, however, this has not been done,
and the taxable net incomes are thereby
understated, the statute contemplates
that the Commissioner shall intervene,
and, by making such distributions, ap-
portionments, or allocations as he may
deem necessary of gross income or de-
ductions, or of any item or-element af-
fecting net income, between or among
the controlled taxpayers -constituting
the group, sha™ _etermine the true net
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income of each controlled taxpayer.
The standard to be applied in every case
is that of an uncontrolled taxpayer
dealing at arm’s length with another
unconfrolled taxpayer.

Section 45 and this article apply to
the case of any controlled taxpayer,
whether such taxpayer makes a sepp-
rate or a consolidated return. If & con-
trolled taxpayer makes & separate return,
the determination is of its true separate
net income. If a controlled taxpayer is
a party to a consolidated return, the true
consolidated net income of the afliated
group and the true separate neb income
of the confrolled taxpayer are deter-
mined consistently with the principles
of a consolidated return.

Section 45 grants no right to a con«
trolled taxpayer to apply its provisions
at will, nor does it grant any right to
compel the Commissioner to apply such
provisions. It is not intended (except in
the case of the computation of consoli-
dated net income under a consolidated
return) to effect in any case such o
distribution, apportionment, or allocs=
tion of gross income, deductions, or any
item of either, as would produce a re-
sult equivalent to a computation of con-
solidated net income under section 141,

(e) Application—~Transactions be-
tween one controlled taxpayer and an-
other will be subjected to special seri-
tiny to ascertain whefher the common
control is being used to reduce, avold,
or escape taxes. In determining the
true net income of a controlled taxpayer,
the Commissioner is not restricted to
the case of improper accounting, to the
case of a fraudulent, colorable, or sham
fransaction, or to the case of & device
designed to reduce or avold tax by shift-
ing or distorting income or deductions.
The authority to determine true net in«
come extends to any case in which efther
by inadvertence or design the taxable
net income, in whole or in part, of o
controlled taxpayer, is other than it
would have been had the taxpayer in
the conduct of his affairs been an un-
controlled taxpayer dealing at arm’s
length with another uncontrolled tax-
Dayer.

Sec. 46. Change of accounting perlod —Xf
a taxpayer changes his accounting perfoc
from fiscal year to calendar year, from cale
| endar year to fiscal year, or from one fiscal
year to another, the net income shall, with
the approval of the Commissioner, be com=

puted on the basis of such new accounting
period, subject to the provislons of tection
417.

ArT. 46-1. Change in accounting pe-
riod—If o taxpayer changes his ac-
counting period he shall, prior to the
expiration of 30 days from the closo
of the proposed period for which a re=-
turn would be required to effect the
change, furnish to the collector, for
transmission to the Commissioner, the
information required on Form 1128.
The due date of the separate retwrn
for such pericd is the 15th day of the
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third month following the close of that
period. If the change is approved by
the Commissioner, the taxpayer shall
thereafter make his returms and com-
pute his net income upon the basis of
the new accounting period. (See sec-
tion 470

SEec. 47. Returns for a period of less than
twelve months—(a) Returns for short pe-
riod resulting from change of accouniing
period.—If a taxpayer, with the approval
of the Commissioner, changes the basis of
computing net income from fiscal year to
calendar year a separate return shall be
made for the period between the close of
the last fiscal year for which return, was
made and the following December 31. If
the change is from calendar year to fiscal
year a separate return shall be made for
the period .between the close of the last
calendar year for which return was made
and the date designated as the close of the
fiscal year. If the change is from one fiscal
year to another fiscal year a separate return
shall be made for the pericd between the
close of the former fiscal year and the date
designated as the close of the new fiscal

ear.

(b) Income computed on basis of short

iod—Where a separate return is made

under subsection (a) on account of a change
in the accounting period, and in all other
cases where a separate return is required
or permitted, by regulations prescribed by
the Commissioner with the approval of the
Secretary, to be made for a fractional part of
a year, then the income shall be computed
-on. the basis of the period for which sep-
arate return is made,

(¢} Income placed on annual basis—If o
separate return is made (except returns of
the income of a corporation) under subsec-
tion (a) on account of a change in the
accounting period, the net income, computed
on the basis of the period for which separate
retwrn is made, shall be placed on an an-
nual basis by multiplying the amount
thereof by twelve and dividing by the num-
ber of months included in the peried for
which the separate return is made. The tax
shall be such part of the tax computed on
such annual basis es the number of months
in such period is of twelve months.

(@) Earned income—The Commissioner
with the approval of the Secretary shall by
regulations prescribe the method of apply-
ing the provisions of subsections (b) and
(c) (relating to computing income on the
‘basis of & short period, and placing such in-
come on an annual basis) to cases where
the taxpayer makes a separate return under
subsection (a) on account of a change in
the accounting period, and it appears that
for the period for which the return is so
made he has received earned income.

(e) Reduction of credits against net in-
come—In the case of a return made for a
fractional part of a year, except a return
made under subsection (a), on account of
a change in the accounting period, the per-
sonal exemption and credit for dependents
shall be reduced respectively to amounts
which bear the same ratio to the full credits
provided as the number of months in the
period for which return is made bears to
twelve months.

(f) Closing of tazable year in case of
jeopardy—TFor closing of taxable year in case
of jeopardy, see section 146.

ART. 47-1. Returns for periods of less
than 12 months—No retirn can be made
for a period of more than 12 months, A
separate return for a fractional part of
g year is therefore required wherever
there is a change, with the approval of
the Commissioner, in the basis of com-
puting net income from one taxable year
to another taxable year. The periods
to be covered by such separate returns
in the several cases are stated in section

47 (a). 'The requirements with respect
to the filing of a separate retirn and the
payment of tax for a part of a year are
the same as for the filing of a return and
the payment of tax for a full taxable year
closing at the same time. (See sectons
53 and 56.) If & return is made for a
fractional part of o year, except where
a return is made for a period of less than
12 months by reason of a change in ac-
counting pericd, the perconal exemption
and credit for dependents shall be re-
duced to that proportion of the full credit
which the number of months in the
period for which the return is made bears
to 12 months.

In case of a change in accounting pe-
riod the net income computed on the re-
turn for the fractional part of a year (ex-
cept the return of a corporation) shall
be placed on an annual basis and the tax
computed as provided in section 47 (¢).

Ezample: A citizen of the United States
made a return for a 10-month period by
reason of a change in accounting periocd.
His net income including his earned net

income for such 10-month perlod was|¥

$10,000, and his earned net income for
such period was $4,000. He was entitled
to a personal exemption of $2,500 but
not to a credit for dependents. His tax
for the period is $525.67, computed as
follows:

Net income for 10-month pericd__ 810, 000.C0

Multiplied by 12 120, 600, 0D
Net income on annunl basis
($120,000-10) e 12, 000,60

Earned net income for
10-month period__.. 84, 000,00
Multiplied by 12______ 48,000.00

Earned net in-

come on ane-

nual basis
(848,000-:-10) . 4,800.00

_—
Subtracting:
Earned income credit
(10 percent of $4,«
800)
Personal exemption.

4£0.00
2,500.00

2,080.00
Net income subject to nor-
mal tax 9, 020.00
Normal tax (4 percent of £9,020). 360.80
Surtax net income ($12,600 lecs
personal exemption of $3,500).. 9,500.00
Surtax on 9,500 270.¢0
Total tax on annual basis
($360.80+-8270) coeomaun 630, €0
Amount of tax for peried
($630.80°{10 /12) v 825,67

The return of a decedent or of his
estate for the year in which he dled is
a return for 12 months and not for a
fractional part of a year.

See, 48. Definitions~—~When uced in this
title—

(a) Taxadble year—~“Taxable year” means
the calendar year, or the ficcal year ending
during such calendar year, upon the basls
of which tho net income is computed under
this Part. ‘““Taxnble ycar” includcs, in the
case of o return made for a fractional part
of o year under tho provisions of this title
or under regulations prescribed by the Come-
missioner with the approval of the Secretary,
the period for which such return is made.

(b) Fiscal year~*Fiscal year’ means an
accounting period of twelve months ending
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on the last day of any month othar thon
Decemke

er.

(c) “Paid orincurred,” “Poid oracerued.’—
Tne terms “pald or incmred” and “patd
or accrued' chall be construsd according to
the method of accounting upon the basis
of which the net income i5 computed undzr
this Part.

(d) Trade or bustness—The texm “frade or
business” includes the porformance of the
functions of a public office.

CEAPTER VIX
Returns end Payment of Tax
Part V—Returns and Payment of Tax

Sce. 51, Individugl returns—(ac) ERegquire-
ment—~The followring Individuals shall ecch
make under cath a return stating specifically
the {tems of his pro<s income and the deduc~
ticns and credits allowed under this title
and cuch other information for thz e
of carrying out the provisions of this title
23 the Commliccioner with the approval of
the Scerctary may by regulations prescribe—

(1) Every individuzal who Is single or who
I15 marriced but not Uving with husband or
wife, 1f—

(A) Having a net income for the taxable
year of 81,000 or over; or
(B) Having o gross incomse for the taxable
car of 85000 or over, regardlecs of the
amount of the net income.

(2) Every individual who i3 married and
living with husband or wife, # no joint re-
tum 13 made under subsection (b) and H—

(A) Such individual has for the taxable
year a net Income of $2,500 or over or a
grocs income of #5000 or over (rezardless
of the amount of tha net income), and the
other cpouce has no grocs income; or

(B) Such individual and his spouse each
has for the taxable year a gross Income (re~
pardlecs of the amount of the net income)
and the ageregate net income of the two Is
23,500 or over; or

(C) Such individual and his spouse each
has for the taxable year o gross Income (re-
gardlecs of the amount of the net Income)
and the aggregate gross income 13 $5,000 or
over.

(b) Husband end wife—In the casz of 2
hucband and wife Uving together the incomse
of cach (even though ons has no gross in-
come) may be included in a single return
made by them jolntly, in which case the tax
ghall be computed on the agfrezate income,
and ths lablilty with respect to the tax
chall be joint and ceveral. No joint return
may be made if either the husband or wife
i3 a nonresident allen.

(c) Percons under dicability—If the fax-
payer is unable to make his own the
return shall be made by a duly authorized
agent or by the g or cther person
charped with the care of the parson or prop-
erty of such taxpayer.

(@) Signoture presumed correct—~The fact
that an individucl's name 13 signed to a
filed return chall be prima facte evidence for
all purpsces that ths return was actually
giened by him.

(e) Fiducleries—For returns to be made
by fiductiaries, seo cestion 142.

Anrt. 51-1. Indfvidual returns—(a) In
general—~—For each taxable year a re-
turn of income shall be made by each
citizen of the United States, whether re-
siding at home or abroad, and every in-
dividual residing within the United
States thougsh nof a citizen thereof,
whether or nob such citizen or resident
is the head of a family or has depend-
ents—

(1) If single or married but not living
with husband or wife for any parft of
the taxable year, and if—
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(¢) having for the taxable year a
gross income (as defined in sections 22
and 116) of $5,000 or over (regardless
of the amount of the net income); or

(b) having for the taxable year g net
income (as defined in section 21) of
$1,000 or over.

(2) If married and living with hus-
band or wife for the entire taxable year,
if no joint return is made, and if—

(a) having for the taxable year a net
income of $2,500 or over or a gross in-
come of $5,000 or over (regardless of the
amount of the net income), and the
other spouse has no gross income; or

(b) such individual and his or her
spouse each has for the taxable year a
gross income (regardless of the amount
of the net income) and the aggregate
net income of the two is $2,500 or over;
or

(¢) such individual and his or her
spouse each has for the taxable year a
gross income (regardless of the amount
of the net income) and the aggregate
gross income is $5,000 or over..

(3) If married and living with hus-
band or wife for any part of the tax-
able year but not at the tlose thereof,
or if married and living with husband
or wife at the close of the taxable year,
but not during the entire taxable year,
if no joint return is made, and if—

(@) having for the taxable year a net
income equal fo, or in excess of, the
credit allowed him or her by section
25 (b) (1) and (3) (computed without
regard to any credit to which he or she’
may be entitled as the head of a family
(see article 25-7)), or a gross income
of $5,000 or over (regardless of the
amount of the net income) and the
other spouse has no gross income; or

(b) such individual and his or her
spouse each has for the taxable year a
gross income (regardless of the amount
of the net income), and the aggregate
net income of the two is equal to or
in excess of, the credit allowed them
by section 25 (b) (1) and (3) (com-
puted without regard to any credit to
which either or both may be entitled as
the head of a family (see article 25-7));
or

(¢) such individual and his or her
spouse each has for the taxable year a
gross income (regardless of the amount
of the net income), and their aggregate
gross income is $5,000 or over.

(b) Joint returns—A husband and
wife, if living together at the close of
the taxable year, may elect to make a
joint return (see section 51 (b)), that is,
to include in & single return made by
them jointly the income and deductions
of each, even though one has no gross
income. In such a case, the tax shall
be computed on the aggregate income
and all deductions and credits to which
either is entitled shall be taken from
such aggregate income. The liability
with respect to the tax shall be joint
and secveral. If one spouse dies prior

to the last day of the tazable year, the
surviving spouse may not include the
income of the deceased spouse in &
joint return for such taxable year. A
joint return may not be made if either
the husband or wife is a nonresident
alien.

_ A joint return of a husband and wife
(if not made by an agent other than
husband or wife, see article 51-2) shall
be signed by both spouses, except that
one spouse may sign the return as the
agent for the other, if the return is ac-
companied by a power of attorney on
Form 936, authorizing such action. The
spouse acting as agent shall, with the
principal, assume the responsibility for
making the return and incur liability for
the penalties provided for erroneous,
false, or fraudulent returns.

'The joint return of a husband and
wife shall be sworn to before a person
duly authorized to administer oaths (see
article 51-4) by the spouse preparing
the return. The spouse who fills in the
return shall be considered to have pre-
pared the return within the meaning of
this paragraph. If the return is pre-
pared by both spouses, or is prepared
by neither spouse, then both spouses
shall swear to the return, except where
one spouse acts for the other under a
poewer of attorney submitted on Form
936, or the return is made by an agent
by reason of illness or absence, as pro-
vided in article 51-2.

For returns by fiduciaries, see section
142; by partnerships, see section 187;
and by nonresident alien individuals, see
section 217. For time snd place for
filing returns, see section 53. .

ARrT. 51-2. Form of relurn—The re-
turn shall be bn Form 1040 except that
it shall be on short Form 1040A if (1)
the net income does not exceed $5,000,
and is derived solely from interest, divi-
dends, annuities, and salaries, wages,
commissions, bonuses, and other com-
pensation for personal services, and (2)
the taxpayer does not own a business or
practice a profession on his own account
and renders a return on the cash re-
ceipts and disbursements basis for the
calendar year. The return shall be made
on Form 1040 in all cases in which the
taxpayer claims any deductions for losses
from the renting of, or sale or exchange
of, property. The forms may be had
from the collectors of the several dis-
tricts. The return may be made by an
agent if, by reason of illness, the person
liable for the making of the return is
unable to make it. The return may
also be made by an agent if the tax-
payer is unable to make the return by
reason of continuous absence from the
United States for a period of at least
60 days prior to the date prescribed by
law for making the return. Whenever
a return is made by an agent it must
be accompanied by the prescribed power
of attorney, Form 935. The taxpayer
and his agent, if any, are responsible
for the return as made and incur liabil-
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ity for the penalties provided for er-
roneous, false, or fraudulent returns,
For returns of nonresident sliens, sce
articles 2171 and 217-2.

The home or residential address of the
taxpayer (including the street snd num«
ber, if any) shall be given in the space
provided at the top of the return for the
name and address of the taxpayer. A
taxpayer having & permanent businesy
address may give that address as the
principal or mailing address, provided
thet the complete home or residentinl
address is also given within the space

provided.
ART., 51-3. Return of income of
minor—An individual, although o

minor, who is single, is required to ren-
der a return of income if he has a net
income of his own of $1,000 or over, or
a gross income of $5,000 or over, for
the taxable year. If the aggregate of
the net income of stch a minor from
any property which he possesses, and
from any funds held in trust for him by
a trustee or guardian, and from his
earnings which belong to him, is ob
least $1,000, or his gross income is at
least $5,000, a return, as in the case
of any other individual, must be made
by him or for him by his guardian, or
other person charged with the care of
his person or property. (See article
142-2.) If he is married, see article
51-1. If under the laws of o State the
earnings of a minor belong to the minor,
such earnings, regardless of amount, are
not required to be included in the re-
turn of the parent. In the absence of
proof to the contrary, o parent will bo
assumed to have the legal right to the
earnings of the minor and must include
them in his return.

ART. 51-4. Verification of relurns.
(@) All income tax returns must be ver=
ifled under oath or afirmation. The
oath or affirmation may be administered
by any person duly authorized to ad-
minister oaths for general purposes by
the law of the United States or of any
State, Territory, or possession of the
Unifed States, or of the District of Co~
lumbia, wherein stich oath or affirma-
tion is administered, or by a consular
officer of the United States. Persons in
the naval or military service of the
United States may verify their returns
before any official authorized to admin-
ister oaths for the purposes of those re-
spective services. Income tax refurng
executed abroad may be attested free
of charge before United States consular
officers. If a foreign notary or other
foreign official having no seal should act
as attesting officer, the authority of such
attesting officer should be certified to
by some judicial official or other proper
officer having knowledge of the appoint-
ment and official character of the at-
testing officer.

(b) If any person or persons actually
prepare an income refurn for another
person, the prescribed form of afiidavit
on the return shall be subscribed and
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sworn to by such person or persons pre-
paring the refirn. Such affidavit is re-
guired on all income returns required
" under the Act except the following:

(1) Returns required to be made by
individuals on Form 1040A;

(2) Returns required under sections
143 and 144 (relating to withholding of
tax at the source);

(3) Returns required to be made by
departing aliens under section 146;

(4) Returns required under sections
147, 148, and 149 (relating to informa-
{tion at source);

(5) Returns by subsidiary corpora-
tions included in consolidated returns;
and

(6) Returns required under sections
338 (a), 339, and 803 (relating to
monthly information retirms filed by
officers and directors, and also monthly
and annual information returns filed by
certain shareholders, of certain foreign
- corporations, and refturns as to the
formation of foreign corporations).

Such affidavit is not required if the ac-
tual preparation of the return is a reg-
ular and usual incident of the employ-
ment of one regularly and continuously
employed for full time by the person
for whom the return is made (as in the
case of a clerk, secrefary, bookkeeper,
accountant, etc.). If, however, the em-
ployee is not regularly or continuously
employed by the person for whom the
return is made for the full time, or the
actual preparation of the return is not
a regular and usual incident of such em-
ployment, the requirements of this para-
graph apply. Thus, if the return is pre-
pared by an accountant or firm of ac-
countants making periodical audits of
the accounts of the person for whom the
return is prepared, the affidavit is re-
quired. If the return is a separate
return of a married person, the affidavit
is required, slthough the one actually
preparing the return is the husband or
wife of the ftaxpayer. A person who
renders mere mechanical assistance or
preparation as, for example, a stenog-
rapher or typist, is not considered as
preparing the return. If, in the course
of his official duties, a deputy collector,
an internal revenue agent, or other offi-
cer or employee of the Bureau of In-
ternal Revenue actually prepares the re-
turn, the person for whom the return is
made shall make in the return a brief
statement to that effect, and it will not
be necessary to make the sworn state-
ment required by this paragraph.

ArT. 51-5. Use of prescribed forms—
Copies of the prescribed return forms
will so far as possible be furnished tax-
payers by collectors. A taxpayer will not
be excused from making a return, how-
ever, by the fact that no reburn form has
been furnished to him. Taxpayers not
supplied with the proper forms should
make application therefor to the collector
in ample time to have their returns pre-
pared, verified, and filed with the collec-
tor on or before the due date. Each tax-
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payer should carefully prepare his re-
turn so as fully and clearly to set forth
the data therein called for. Returns
which have not been o prepared will not
be accepted as meeting the requirements
of the Act, In lack of a prescribed form
a statement made by & taxpayer dis-
closing his gross income and the deduc-
tions therefrom may be accepted as a
tentative return, and if filed within the
prescribed time the statement so made
will relieve the taxpayer from liability to
penalties, provided that without unneces-
sary delay such a tentative return is sup-
plemented by a return made on the
proper form. (See further articles 53-2
to 53-4.)

See. 52. Corporation returns—Every cor-
poration subject to taxation under this title
shall make o return, stating cpecifically the
items of its gro=s income and the deductions
and credits allowed by this title and cuch
other information for the purpcse of carry-
ing out the provisions of this title as the
Commissioner with the approval of the Sec-
retary may by regulations prescribe. The re-

turn shall be sworn to by the president, vice
president, or other principal cfficer and by
the treasurer, assistant treasurcr, or chict ac-
counting officer. Im caces where receivers,
trustees in bankruptey, or assignces ara op-
erating the property or business of corpora-
tions, such recelvers, trustees, or aszignees
shall mmake returns for such corporations in
the same manner and form as corporations
are required to make returns. Any tax due
on the basts of such returns made by recelv-
ers, trustees, or assignees chall be collected
in the same manrer as if collected from the
corporations of whose business or proporty
they have custody and control.

ArT., 52-1. Corporation relurns—
Every corporation not expressly exempt
from tax must make a return of income,
regardless of the amount of its net in-
come. In the case of ordinary corpora-
tions, the return shall be on Form 1120
or Form 1120A. Yor returns of insur-
ance companies, see articles 201 (b)-1,
204 (a)-1, and 207-7; of forelon corpo-
rations, see section 235; and of affiliated
corporations, see section 141 and article
141-1, A corporation having an exist-
ence during any portion of a tazable
year is required to make a return. A
corporation which has received o char-
ter, but has never perfected its organi-
zation, which has transacted no business,
and had no income from any source,
may upon presentation of the facts to
the collector be relieved from the neces-
sity of making a return as long as it
remains in an unorganized condition. In
the absence of & proper showing to the
collector such a corporation will be re-
quired to make a return. A corporation
which was dissolved in 1938 prior to the
enactment of the Revenue Act of 1938 Is
not relieved from the necessity of ren-
dering returns thereunder for any period
or periods of its existence for which the
Act is effective. For information returns
by corporations contemplating dissolu-
tion or liquidation, see section 148 (d).
For information retumms by corporations
of distributions in liquidation, see secton
148 (e). For information returns by
corporations relating to profits of the
taxable year declared as dividends, see

633

section 148 (b). For verification of re-
turns and use of prescribed forms, see
articles 51-4 and 51-5.

Ant., 52-2. Returns Ty recetvers—Re-
celvers, trustees in dissolution, trustees
in bankrupticy, and assicnees, operating
the property or business of corporations,
must make returns of income for such
corporations. If a receiver has full cus-
tody of and control over the business or
property of 3 corporation, he shall be
deemed to be operating such business or
property within the meaning of section
52, whether he is engaged in carrying
on the business for which the corpora-~
tion was organized or only in marshaling,
selling, and disposing of its assets for
purpozes of lquidation. Notwithstand-
ing that the powers and functions of a
corporation are suspended and that the
property and business are for the time
belng in the custody of the receiver,
trustee, or assignee, subject to the order
of the court, such receiver, trustee, or
assiemee stands in the place of the cor-
porate officers and is required to per-
form all the dutles and assume all the
liabilities which would devolve upon the
officers of the corporation were they in
control. (See sections 274 and 293 and
articles 274-1 and 274-2) A receiver
in charge of only part of the property
of a corporation, however, as, for ex-
ample, a recelver in mortgage foreclosure
proceedings involving merely a small por-
tion of its property, need not make a
return of income.

Sro. 63. Time and place for filing re-
turns—(a) T¥me for fililng—(1) General
rule—Retwrns made on the basls of the
calendar year chall be made on or before the
15th day of March following the close of
the calendar year. Rebwrns made on the
bartls of a ficeal year chall be made on or
before the 15th day of the third month
following the cloce of the fl=cal year.

(2) Exztension of time~—~The Commissioner
may grant a reaconable extencion of time for
fillpg returns, under such rules and regula-
tions a3 he ghall preceribo with the appr.o"a.l
of the Sceretary. Except In the case of tax-
payers who are abrocd, no such extension
chall be for more than six months.

(b) To whom return made—~(1) Individ-
vals—Returns (other than corporation re-
turns) chall ba made to the collector for the
district in which 1s located the legal resi-
dence or princlpal place of business of the
percon making the return, or, if ke has no
Iezal rectdencs or principal place of busi-
ness in the United States, then to the col-
lector at Baltimore, 2Maryland,

(2) Corporations—Retmrns of corpora-
tions chall be made to the collector of the
district in which i3 located the principal
place of buclness or principal office or agency
of the corporation, or, if it has no principal
place of businecs or principal ofice or agency
in the United States, then to the collector
af Baltimore, Marylapd,

Ant. 53-1. Time for filing refurns—
Returns of income (except in the case
of nonresldent alien individuals, as to
which see section 217, and foreiem cor-
porations, as to which see section 235)
must be made on or before the 15th day
of the third month following the close
of the taxable year. A corporation go-
ing into liquidation during any taxable
year may, upon the completion of such
liquidation, prepare a return for that
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year covering its income for the part of
the year during which it was engaged in
business and may immediately file such
return with the collector. See also sec-
. tion 148 (d) and (e).

Arr. 53-2. Extensions of time for fil-
ing returns—It is important that the
taxpayer render on or before the due
date a return as nearly complete and
final as it is possible for him to prepare.
However, the Commissioner is author-
ized to grant a reasonable extension of
time for filing returns under such rules
and regulations as he shall prescribe
with the approval of the Secretary. Ac-
cordingly, authority, for granting exten-
sions of time for filing income tax re-
turns is hereby delegated to the various
collectors of internal revenue. Appli-
cation for extensions of time for filing
income tax returns should be addressed
to the collector of internal revenue for
the district in which the taxpayer files
his returns and must contain a full
recital of the causes for the delay. Ex-
cept in the case of taxpayers who are
abroad, no extension for filing income
tax returns may be granted for more
than six months. For extensions of
time for payment of tax, see sections 56
(¢) and 272 (§) and articles 53-3, 56-2,
and 272-3,

ART. 53-3. Exiensions of time in the
case of foreign organizations, certain do-
mestic corporations, and citizens of
United States residing or traveling
abroad.—An extension of time for filing
rebwrns of income for taxable years
begun after December 31, 1937, is hereby
granted up to and including the 15th
day of the sixth month following the
clfose of the taxable year in the case
of:

(@) Foreign partnerships regardless of
whether they maintain an office or place
of business within the United States;

(b) Foreign corporations which main-
tain an office or place of business within
the United States;

(¢) Domestic corporations which
transact their business and keep their
records and books of account abroad;

(d) Domestic corporations whose
principal income is from sources within
the possessions of the United States;
and -

(e) American citizens residing or trav-
eling abroad, including persons in mili-
tary or naval service on duty outside the
Tnited States.

In all such cases an affidavit must be
attached to the return, stating the cause
of the delay in filing.

‘Taxpayers who take advantage of this
extension of time will be charged with
interest at the rate of 6 percent per
annum on the first installment of tax
from the original due date until paid.

Art. 53-4. Due date of return—The
due date is the date on or before which
a refwrn is required to be filed in ac-~
cordance with the provisions of the Act
or the last day of the period covered by
an extension of time granted by the

Commissioner or g collector. When the
due date falls on Sunday or a legal holi-
day, the due date for filing returns will
be the day following such Sunday or
legal holiday. If placed in the mails, the
returns should be posted in ample time
to reach the collector’s office, under or-
dinary handling of the mails, on or be-
fore the date on which the return is re-
quired to be filed. If a return is made
and placed in the mails in due course,
properly addressed and postage paid, in
ample time to reach the office of the
collector on or before the due date, no
penalty will attach should the return
not actually be received by such officer
until subsequent to that date. If a ques-
tion may be raised as to whether the re-
turn was posted in ample time to reach
the collector’s office on or before the due
date, the envelope in which the return
was transmitted will be preserved by the
collector and forwarded to the Commis~
sioner with the return. As to additions
to the tax in the case of failure to file
return within the prescribed time, see
section 291. ’

ARrT. 53-5. Place for filing individual
returns—Section 53 (b) (1) provides
that individual returns shall be made to
the collector for the district in which is
located the legal residence or principal
place of business of the person making
the return, or, if he has no legal resi~
dence or principal place of business in
the United States, then to the collector
at Baltimore, Md.

An individual employed on a salary or
commission basis who is not also engaged
in conducting a commercial or profes-
sional enterprise for profit on his own
account does not have a “principal place
of business” within the meaning of sec-
tion 53 (b) (1), and shall make his return
to the collector for the district in which
is located his legal residence, or, if he has
no legal residence in the United States,
then to the collector. at Baltimore, Md.

SEeC. 64. Records and special returns—(a)
By tarpayer—Every person liable to any tax
imposed by this title or for the collection
thereof, shall keep such records, render
under oath such statements, msake such
returns, and comply with such rules and
regulations, as the Commissioner, with the
approval of the Secretary, may from time to
time. prescribe,

(b) To determine liability to tax—When-
ever in the judgment of the Commissioner
necessary he may require any person, by no-
tice served upon him, to make a return,
render under oath such statements, or keep
such records, as the Commissioner deems
sufficlent to show whether or not such per-
son is liable to tax under this title,

(¢) Information at the source—For re-
quirement of statements and returns by one
person to assist in determining the tax
ltgﬂii%ty of another person, see sections 147

(d) Coples of returns—If any person, re-
quired by law or regulations made pursuant
to law to file a copy of any income return
for any taxable year, fails to flle such copy
at the time required, there shall be due and
assessed against such person $5 In the case
of an individual return or $10 in the case
of a fiduciary, partnership, or corporation
return, and the collector with whom the
return is filed shall prepare such copy.
Such amount shall be collected and paid,
without interest, in the same manner as
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the amount of tax due In excess of that
shown by the taxpayer upon a return In
the case of a mathematical error appearing
on the face of the return. Coplos of returny
filed or prepared pursuant to thiy subtec«
tion shall remain on file for & perlod of not
less than two years from theo dato thoy are
required to be filed, and may bo destroyed
at any time thereafter under the circotion
of the Commissioner,

(e) Foreign persanal holding compunicse—
For information returns by officers, dirces
tors, and large shareholders, with respeot
to forelgn personal holding companies, tco
sections 338, 339, and 340.

ArT. 54-1. Records and income tox
forms.—Every person subject to the tax,
except persons whose gross income (1)
consists solely of salary, wages, or simi-
lar compensation for personal services
rendered, or (2) arises solely from the
business of growing and selling prod-
ucts of the soil, shall, for the purpose of
enabling the Commissioner to determine
the correct amount of income subject to
the tax, keep such permanent books of
account or records, including inven-
tories, as are sufficient to establish the
amount of the gross income and the de-
ductions, credits, and other matters re-
quired to be shown in any return under
Title I of the Act. Such books or rec<
ords shall be kept at all times avallable
for inspection by internal-revenue offi-
cers, and shall be retained so long as
the contents thereof may become mate-
rial in the administration of any inter«
nal-revenue law.

Income-tax forms shall be prescribed
by the Commissioner and shall he exe~
cuted and filed in accordance with these
regulations and the instructions on the
form or issued therewith.

Sec. b5. Publicity of returns~—(a) Ro-
turns made under this title shall be open
to inspection in the same manner, to the
same extent, and subject to tho same provi«
sions of law, including penalties, as roturng
made under Title XX of the Revenue Aot of
1926; and all returns made under this Act
shall constitute public records and shall be
open to public examination and inspeotion
to such extent as chall be authorized in
rules and regulations promulgated by the
President.

(b) (1) All income roturns flled undor
this title (or coples thereof, if so presoribed
by regulations made under this subscotion),
shall be open to inspection by any oflolal,
body, or commission, lawfully charged with
the administration of any State tax law,
if the inspection 1s for the purpose of stioh
administration or for the purpose of ob-
taining information to be furnished to local
taxing authorities as provided in fnmgmph
(2). The inspection shall be p tted only
upon written request of tho Governor of
such State, designating the represontative
of such official, body, or commission to
make the inspection on behalf of such offl«
cial, body, or commission. ‘The inspeotion
shall be made in such manner, and at such
times and places, as shall be prescribed by
regulations made by the Commissloner with
the approval of the Secretary.

(2) Any information thus secured by any
official, body, or commission of any Stato
may be used only for the administration
of the tax laws of such State, oxcept that
upon written request of the Govornor of
such State any such information may be
furrished to any officlal, body, or commis«
slon of any political subdivision of such
State, lawfully charged with the sdmine
istratlon of the tax laws of such political
subdivision, but may be furnished only for
the purpose of, and may be used only for,
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the administration of such tax laws. Any
officer, employee, or agent of any State or
political subdivision, who divulges (escept
as authorized in this subsection, or when
called upon to testify in any judicial or
administrative proceeding to which the
State or political subdivision, or such State
or local official, bedy, or commission, as such,
is a party) any information acquired by
him through an inspection permitted him
or another under this subsection shail be
guilty of a misdemeanor and shall upon
conviction be punished by a fine of not
more than $1,000, or by imprisonment for
not more than one year, or both.

ArT. 55 (b)-1. Definitions—Any word
or term used in this article and articles
55 (b)-2 to 55 (b)-H, inclusive, which
is defined in the Act shall be given the
respective definition contained in the
Act.

Art. 55 (b)-2. Copies of income re-
turns—~Every person (except nonresi-
dent alien individuals, nonresident alien
fiduciaries, nonresident foreign partner-
ships, and nonresident foreign corpora-~
tions) required to file an income return
(including affiliation schedules) under
the provisions of section 51, 52, 141, 142,
or 187 of Title I, or Title IA, or section
602 of Title IIT, shall file with the retwrn
a copy thereof on a duplicate form on
colored paper which will be provided for
that purpose. The copy on such dupli-
cate form shall be a complete duplicate
of the return as filed except that the
affidavits on the duplicate form need
not be filled in. There shall he at-
tached to the copy on the duplicate
form a copy of any schedule or state-
ment attached to the original return ex-
cept (1) Schedule H-1 in the case of a
corporation return, (2) the copy of the
will or trust instrument in the case of a
fiduciary return, (3) the power of at-
torney on Form 935 or Form 936 in the
case of a return made by an agent, and
(4) the copy of the annual statement
made to the insurance depariment of
the State, Territory, or District of Co-
Iumbia in the case of a refurn of an
insurance company. In lieu of filling in
the duplicate form on colored paper, a
legible photostat or photograph of the
return and related schedules as filed may
be filed with the return provided such
photostat or photograph is not of larger
dimensions than the return and is se-
curely fastened to the duplicate form.
For amounts to be assessed and col-
lected in the case of the failure to file a
copy of any income return required by
law or regulations, see section 54 (d.

ArT. 55 (b)-3. Inspection of copies of
returns—Within g reasonable time after
the returns are filed the copies thereof
(including photostats and photographs),
under such procedure as may be pre-
scribed by the Commissioner, shall be
made available for inspection in the
office of the collector of internal revenue
in which the returns are filed, by any
official, body, or commission, lawfully
charged with the administration of any
State tax law, or by the representatives
of such official, body, or commission
designated in writing by the governor

of the State, for the purpose of such
administration or for the purpoze of cb-
taining information to be furniched to
local taxing authorities as provided in
section 55 (b) (2). The gbvernors of
the respective States shall be notified by
the Commissioner of the date the coples
of the returns are avallable for inspee-
tion and inspection thereof shall not be
permitted after one year from such
date. .

ARrT. 55 (b)~-4. Request for permission
to inspect copies~—Requests for permis-
sion to inspect the copies of returns must
be in writing signed by the governor
under the seal of his State, and must be
addressed to the Commissioner of Inter-
nal Revenue, Records Division, Wach-
ington, D. C. The request must state
(a) the kind of returns it is desired to
inspect, (b) the taxable year or years
covered by the copies of returns it is
desired to inspect, (¢) the name of the
official, body, or commission by whom or
which the inspection is to be made, (d)
the name of the reprecentative of such
official, body, or commission, deslgnated
to make the inspection, (e) by specific
references, the State tax law which such
official, body, or commission is charged
with administering and the law under
which he, she, or it is so charged, (/)
the purpose for which the inspection is
to be made, and (g) if the inspection Is
for the purpose of obtaining information
to be furnished fo local taxing authori-
ties, (1) the name of the official, body,
or commission of any political subdivi-
sion of the State, lawfully charpged with
the administration of the tax laws of
such political subdivision, if any, to
whom or to which the information se-
cured by the inspection is to bz fur-
nished, and (2) the purpose for which
the information is to be used by such
afficial, body, or commission.

AxrT. 55 (b)-5. Inspection of original
returns—In addition to the inspection
of copies of returns provided for in ar-
ticle 55 (b)-3, any properly authorized
official, body, or commission, lavwfully
charged with administration of any State
tax law, or properly desirnated repre-
sentatives of such official, body, or com-
mission, may, in the discretion of the
Commissioner, inspect original income
returns for any taxable year ending on
or after July 31, 1938, for the purpose
of such administration. For the pur-
poses of this article the word “returns”
shall include information returns, sched-
ules, lists, and other written statements
filed with the Commissioner desigmed to
be supplemental to or to become a part
of income returns. When permission to
inspect original returns is requested, the
application of the governor of the State
shall conform, to the requirements speci-
fied in article 55 (b)-4.

In any case where inspection of the
original returns is authorizzd in accord-
ance with the provisions of this article,
the Commissioner may, in his discretion,
permit inspection of other records and

reports which contain information in-
cluded or requircd by statute to be in-
cluded in the return.

For inspzction of rehirms, other than
on behalf of States or political subdivi-
slons thereof, and furnicshing copies of
returns so opzn to inspection, se2 Treas~
ury Dacislon 4373, approved by the Pres-
ident on November 12, 1938, and Treas-
ury Dacislon 4878, approved January 4,
1939 (pages 693 and 710 of the Appzndix
to these regulations).

See. §6. Payment of tox—(c) Time of pay-
ment—Thogz totzl amount of tax Impaosed by
this title chall be pald on the fifteenth doy
of March followinz the cloze of th2 colzndar
year, or, if the retwrn chould be made on
the basis of o ficeal year, then on tha fif-
teenth day of the third month followinz
the cloze of the fizcal year.

(b) Instellment payments—Thez toxpayer
may cleet to pay the tax in four equal in-
ctallments, in which cace the first install-
ment chall ba paid on the date prescribed
for the payment of the tax by thz taxpayer,
the ceeond installment chall be paid on the
fiftcenth day of the third month, the third
Instollment on the fifteenth day of the sixth
month, and the fourth installment on the
fiftcenth day of the ninth month, after such
date, If any inctallment 13 not pald on or
bafora the date fized for its paymenst, the
whole amount of the tax unpaid shall be
pald upon notice and demand from th2
collector.

(¢) Eztension of time for payment—(1)
General rule—At the request of the tox-
payer, the Commiccioner may extend the
time for payment of the amount determined
a5 thg tax by the taxpayer, or any install-
ment thereof, for a perlod not to exceed six
months from the date prezeribzd for the
payment of the tax or an installment
thereof. In such cose the amount In respect
of which the extension is gronted shall b2
rald on or before the date of the expiration
of the pericd of the extoencion.

(2) Liguidation of persomal holding com~
ranles—At the request of the taxpayer, the
Commicsloner may (under rezulations pre-
ceribed by the Commizsioner with the ap-
proval of the Sccretary) extond (for o period
not to exceed five yoars from the date pre-
ceribed for the payment of the tax) the time
for the payment of such portion of the
cmount determined as the tax by the tax-
payer os 15 attributable to the short-term or
Iong-term capital gain derived by the tox-
payer from the recelpt by him of property
cther thoan monsy upon the complete Houi-
dation (a5 defined in goction 115 (e)) of 2
corporation. This poaragraph sholl apply
only If thoe corporation, for its taxablz year
preceding tha year in which cecurred the
complate lquidation (or tue first of the
cories of distributions referred to In such
czetion), wos, under the law applicable to
guch tauable year, 2 porsonal holding com-
pany or o forelom perconal holding company.
An cxtcpcion under this parcsroph shall be
granted only if it is chown to the satisfac-
tion of the Commi~sioner that th2 failure to
grant it il recult in undue hardship to the
tagpayer. If an extencion i3 granted the
amount with respect to which th2 extznsion
15 granted chall be pald on or before the
date of the esplration of the extension. If
an cxtension 15 granted under this parograph
the Commicsiorer may require the taspayer
to furnich o bond in cuch amount, not ex-
cecding double the amount with respect to
which the estension 15 granted, and with
such sureties as the Commiczsionsr dzems
nececcary, conditioned upon the payment of
the amount with recpaet to which the exten-
clon 13 granted In accordance with the terms
of the eztencion.

(2) Voluntary edrance reyment—A toax
impozed by this title, or any installment
thereof, may be patd, at the election of the
taxpayer, prior to the date preseribed for its
payment.,
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(e) Advance payment in case of jeop-
ardy.—For advance payment in case of jeop-
ardy, see section 146,

(f) Tax withheld at source——For require-
ment of withholding tax at the source in
the case of nonresident aliens and foreign
corporations, and in the case of so-called
“tax-free covenant bonds”, see sections 143
and 144.

(g) Fractional parts of cent—In the pay-
ment of any tax under this title a frac-
tional part of a cent shall be disregarded
unless it amounts to one-half cent or more,
in which case it shall be increased to 1 cent.

(i) Receipts—Every collector to whom
any payment of any income tax is made
shall upon request give to the person mak-
ing such payment a full written or printed

+ receipt therefor.

Art, 56-1. Date on which tax shall be
paid—The tax, unless it is required to
be withheld at the source (see sections
143 and 144) or unless it is fo be paid
by a nonresident alien individual (see
section 218) or a foreign corporation not
having any office or place of business in
the United States (see section 236), is
to be paid on or before the 15th day of
March following the close of the calendar
year, or, if the return is made on the
basis of a fiscal year, on or before the
15th day of the third month following
the close of such fiscal year. Bub see
article 53-3. The tax may, at the option
of the taxpayer, be paid in four equal
installments instead of in a single pay-
ment, in which case the first installment
is to be paid on or before the date pre-
scribed for the payment of the tax as
o single payment, the second installment
on or before the 15th day of the third
month, the third installment on or be-
fore the 15th day of the sixth month,
and the fourth installment on or before
the 15th day of the ninth month, after
such date. If the taxpayer elects to pay
the tax in four installments, each of the
four installments must be equal in
amount, but any installment may be
paid, at the election of the taxpayer,
prior to the date prescribed for its pay-
ment., If an installment is not paid in
full on or before the date fixed for its
payment either by the Act or by the
Commissioner in accordance with the
terms of an extension, the whole amount
of the tax unpaid shall be paid upon
notice and demand from the collector.

Art, 56-2. Extension of time for pay-
ment of the tax or installment thereof.—
If it is shown fo the satisfaction of the
Commissioner that the payment of the
amount determined as the tax by the
taxpayer or any part or installment
thereof upon the date or dates preseribed
for the payment thereof will result in
undue hardship to the taxpayer, the
Commissioner, at the request of the tax~
payer, may grant an extension of time
for the payment for a period not to ex-

- ceed six months from the date preseribed
for the payment of such amount, part, or
inscallment, except that the extension
may be for a pericd not to exceed five
years from the date prescribed for the
payment of the tax in the case of such
portion of the amount determined as the
tax by the taxpayer which is attributable

to the short-term or long-term capital
gain derived by the taxpayer from the
receipt by him of property other than
money upon the complete liguidation (as
defined in section 115 (¢) of a corpora-
tion if the corporation, for its taxable
year preceding the year in which oc-
curred the complete liquidation (or the
first of the series of distributions referred
to in section 115 (¢)), was, under the law

.applicable to’such taxable year, a per-

sonal holding company or g foreign per-
sonal holding company. An extension
will not be granted upon a general state-
ment of hardship. The term “undue
hardship” means more than an incon-
venience to the taxpayer. It must ap-
pear that substantial financial loss, for
example, due to the sale of property at a
sacrifice price, will result to the taxpayer
from making payment of the amount at
the due date. If a market exists, the sale
of property at the current market price
is not ordinarily considered as resulting
in an undue hardship.

An application for an extension of
time for the payment of such tax should
be made under oath on Form 1127 and
must be accompanied or supporfed by
evidence showing the undue hardship
that would result to the taxpayer if the
extension were refused. A sworn state-
ment of assets and liabilities of the tax-
payer and an itemized statement under
oath showing all receipts and disburse-
ments for each of the three months im-
mediately preceding the due date of the
tax are required and should accompany
the application. The application, with
the evidence, must be filed with the col-
lector, who will transmit it to the Com-
missioner with his recommendations as
to the extension. When it is received by
the Commissioner, it will be examined
and, if possible, within 30 days will be
denied, granted, or tentatively granted,
subject to certain conditions of which
the taxpayer will be notified. The Com-
missioner will not consider an applica-~
tion for an extension of time for the
payment of a tax unless request there-
for is made to the collector on or before
the date prescribed for payment of the
tax or installment thereof for which the
extension is desired, or on or before the
date or dates prescribed for payment in
any prior extension granted.

As a condition to the granting of such
an extension, the Commissioner will
usually require the taxpayer to furnish
a bond on Form 1130 in an amount not
exceeding double the amount of the tax
or to furnish other security satisfactory
to the Commissioner for the payment of
the tax, or installment thereof, on or
before the date or dates prescribed for
payment in the extension, so that the
risk of loss to the Government will not
be greater at the end of the extension
period than it was at the beginning of
the period. If a bond is required it shall
be conditioned upon the payment of the
tax, inferest, and additional amounts as-
sessed in connection therewith in ac-

FEDERAL REGISTER, Friday, February 10, 1939

cordance with the terms of the extension
granted, and shall be executed by a
surety company holding a certiflcate of
authority from the Secretary of the
Treaswry as an acceptable surety on
Federal bonds, and shall be subject to
the approval of the Commissioner, In
lieu of such a bond, the taxpayer may
file a bond secured by deposit of bonds
or notes of the United States equal in
their total par value to an amount not
exceeding double the amount of the tax,
or installment thereof. (See section
1126 of the Revenue Act of 1926, as
amended, paragraph 35 of the Appendix
to these regulations.) A request by the
taxpayer for an extension of time for theo
payment of one installment does not op«
erate to procure an extension of time for
payment of subsequent installments,
Nor does an extension of time for fillng
a return operate to extend the time for
the payment of the tax or any part
thereof, unless so specified in the exten-
sion. If an extension of time for pay-
ment of the tax or any installment is
granted, the amount, time for payment
of which is so extended, shall be pald
on or before the expiration of the perfod
of the extension, together with interest
at the rate of 6 percent per annum on
such amount from the date when thg
payment should have been made if no
extension had been granted until the ex-
piration of the period of the extension.
(See section 295.) .

ART. 56-3. When fractional part of
cent may be disregarded.—In the pay-
ment of taxes a fractional part of a
cent shall be disregarded unless it
amounts to one-half cent or more, in
which case it shall be increased to 1 cent.
Fractional parts of a cent should not be
disregarded in the computation of taxes.

ArT. 56-4. Receipts for tax payments —
Ugon request a collector will give a row
ceipt for each tax payment. In the case
of payments made by check or money
order the canceled check or the money
order receipt is usually s sufficient ro-
ceipt. In the case of payments in cash,
however, the taxpayer should in every
instance require and the collector should
furnish s receipt.

Sec. B7. Ezamination of return and delers
mination of tax—~-As soon as practicable
after the return is filed the Commissioner
shall examine it and shall dotormine the
correct amount of the tax,

ARrT. b7-1. Exaemination of return and
determination. of tex by the Commis~
sioner.—As soon as practicable after ve-
turns are filed, they will be examined
and the correct amount of the tax deter<
mined under such procedure as may be
preseribed from time to time by the
Commissioner, (See section 272.)

Sec. 58. Additions to tex and penalifcse—s
(a) For additions to the tax in caso of nog-
ligence or fraud in the nonpayment of tax
or failure to file return therefor, sco Supple-
ment M.

(b) For criminal penalties for nonpayment
of tax or faflure to flle retturn therefor, soo
szction 1456.

Src. 69. Administrative procecdings—¥or
administrative proceedings in respect of tho



FEDERAL REGISTER, Friday, February 10, 1939

nonpayment or overpayment of a tax im-
posed by this title, see as follows:

(a) Supplement I, relating to assessment
and collection of deficiencies.

(b) Supplement M, relating to interest
and additions to tax,

(c) Supplement N, relating to claims

transferees and fiduciaries.

(d) Supplement O, relating to overpay-

ments.

CHAPTER IX
Miscellaneous Provisions
Part VI——Miscellaneous Provisions

Sec. 61. Laws made applicable—All ad-
ministrative, special, or stamp provisions of
law, including the law relating to the as-
sessment of taxes, so far as applicable, are
hereby extended to and made a part of
this title.

Sec. 62. Rules and regulations.—The Com-~
missioner, with the approval of the Secre-
tary, shall prescribe and publish gll needful
rules and regulations for the enforcement
of this title.

SEC. 63. Tazxes in liew of tazes under 1936
Act—The taxes imposed by this title and
Title IA shall be in leu of the taxes im-
posed by Titles I and IA of the Revenue
Act of 1936, as amended.

[Chapiers X-XXXIIT (Supplemental
Provisions, Subtitle C of Title I) will
appear in the “Federal Register” for Sat-
urday, February 11, 1939. Chapters
XXXIV-XXXVIIT and the Appendix
will appear in the “Federal Register” for
Tuesday, February 14, 1939.1

[sEan] Guy T. HELVERING,
Commissioner of Internal Revenue.
Approved, February 7, 1939.

H. MORGENTHAT, Jr.
Secretary of the Treasury.

[F. R. Doc. 39-450; Filed, February 7, 1939;
4:01 p. m.]

Notices

TREASURY DEPARTMENT.

Federal Alcohol Administration Divi-
sion.

PurcEASING CAPITAL STOCK IN RETAIL
CORPORATION

FEBRUARY 8, 1939.
To all Indusiry Members:

The Administration is in receipf of in-
quiries from the trade as to whether or
not, under the Federal Alcohol Adminis-
tration Act, industry members subject to
the Administration’s jurisdiction may ac-
gquire and hold stock in a corporation en~
gaged in business as a retail liquor dealer.
In view of the fact that the acquisition of
g part of the capital stock of a corpora-
tion engaged in retailing alcoholic bever-
ages would automatically convey to the
purchaser thereof an interest in the prop-
erty of the retailer, the Administration
has concluded that the provisions of sec-
tion 5 (b) of the Federal Alcohol Admin-
istration Act would be applicable to such
transactions.

Tt follows that if the acquiring or hold-
ing of such an interest operates to affect
the purchasing policies of the retail cor-
poration, in the manner proscribed by

-That program prescribed

the statute, a violation of the statute
would result.

[sear] W. 5. ALEXANDER,
Administrator.
[F. R. Doc. 39-466; Flled, February 8, 1939;
3:55 p. m.}

DEPARTMENT OF AGRICULTURE.
Agt'gicultural Adjustment Administra.
1o [NCR~351-J]

1939 Jones Cournry, SoUTHE DAKOTA,
RaANGE CONSERVATION PrROGRAXY BULLE-
TIN

conranTs

Seerron I, Range-Bullding Allowance.
II. Payment for Full Performance,
I, Conditions ¢f Payment,
IV. Changes in Leasing Arrangements
and Other Devices.
V. Eligibility for Payment.
VI. Payment Restricted to Effectua~
g:n of the Purpzes of the
ogram.

VIL Payments Computed and Afode
Without Repard to Claims.
VI Increase in Smau Payments,
IX. Payments Limited to $10,000.
X. Deductlons for Accoclation Ex-
penses.
X1, Assignments,
XIT. Establishment of Grazing Ca-
pacities,
XIIT, Establishment of Range-Bullding
Goals,
XIV. Appeals,
XV. State and Regional Bulletins, In-
structions, and Forms.
XVI. Definitions.

This bulletin sets forth provisions for
continuing the special range conserva-
tion program administered in Jozes
County, South Dakota, in 1938 as the
first of three years during which the
program was designed to operate.
“provisions
for establishing an individual ronge-
building goal to be attained as quickly
as possible and at least by the end of
three years, and yearly cumulative
goals which should be attained by the
end of each respective year and which
accumulate to equal the three-year
range-building goal. Subject to the pro-
visions of this bulletin and within the
yearly range-building allowance, pay-
ment will be made for the attainment
of these separate yearly goals. Goals in
all cases include the retention of 20 per-
cent of the annual growth of pplatable
forage at the end of the grazing season,
the showing of performance of a desig-
nated quantity of practices listed in this
bulletin, and may include at the dis-
cretion of the committee the perform-
ance of additional nonlisted range-
building practice considered escential to
the conservation of the range land in
the ranching unit. Al payments are
contingent upon the attaining of the
yearly cumulative goal; there is no pro-
vision for partial performance. For
those ranches for which the number of
units of listed practicesin the cumulative
goal for the year in question is no larger
than the number of units of such prac-
tices in the cumulative goal for the pre-
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vious year, a payment of 75 percent of
the annual range-building allowance will
be made, provided the requirements of
the goal for that year are met.”

Pursuant to the authority vested in
the Secretary of Agriculture under Sec-
tions 7 to 17, inclusive, of the Soil Con-
servation and Domestic Allotment Act
(49 Stat. 1148), as amended, and in con-
nection with the effectuation of the pur-
poses of Section 7 () of said Act in
1939, payments will be made for partci-
pation in the 1939 Jones County Range
Concervation Program in  accordance
with the provisions hereof and such
meodifications therof or ofher revisions as
may hereafter be made.

The provisions of this prozram are
necessarily subject to such legislation
affecting sald program as the Congress
of the United States may hereafter en-
act; the making of the payments herein
provided is contingent upon such appro-
priation as the Congress may hereafter
provide for such pwrpose; and the
amounts of such payments will neces-
sarily be within the limits finally deter-
mined by such appropriation, the appor-
tionment of such appropriation under
the provisions of the Soil Conservation
and Domestic Allotment Act, as amended,
and such payments may be increased or
decreased by not more than 10 percent,
depending upon the extent of participa-~
tion in the 1939 Range Conservation
Program.

The provisions of the 1939 Jones
County, South Dakota, Range Conserva-
tion Procram contained in this Bulletin
are not applicable (1) to counties ofther
than Jones County, South Dakota, and
(2) to public domain of the TUnited
States, and other lands in which the
beneficlal ownership is in the United
States.

‘The provisions of this bulletin are to
be renewed in 1940 except in case the
Agrienltural Adjustment Administration
finds that (1) the national range pro-
gram has been modified in such man-
ner as to adopt the ezsential provisions
of the Jones County, South Dakota, Pro-
gram or is otherwise moedified in such
manner as o indicate a continuation of
the Jones County Proaram is unnecessary
or undesirable, or (2) the resulting per-
formance under this prozram has proven
it is not administratively feasible, and
that it is not coniributing to the im-
provement of the national ranse pro-
gram, or for other reasons indicates its
continuation is undesirable, or (3) modi~
fications of the Soil Conservaton and
Domegstic Allotment Act, as amended, or
the Agricultural Adjustment Act of 1938,
as amended, are such as to prohibif its
continuation, or are such as to indicate
its continuation is not administratively
advisable.

Secmion 1. Range-building allowance.—
The range-building allowance shall be
$1.40 times the grazing capacity (ex-
pressed as animal units) of the range
land in the ranching unit, provided, that
this item shall not be calculated on more
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than one animal unit for each ten acres
of range land in the ranching unit.

Sec. II. Payment for Full Perform-
ance—A. For those ranches for which
the quantity of practices selected from
subsection C, Section XTI, which are in
the cumulative goal for the year in ques-
tion 7s in excess of the quantity of prac-
tices selected from subsection C, Section
X1, which are in the cumulative goal
for the previous year, payment will be
made for attaining the goal for the year
in question in an amount which shall be
equal to the yearly range-building
allowance. -

B. For those ranches for which the
quantity of practices selected from sub-
section C, Section X111, which are in the
cumulative goal for the year in question
is not in excess of the quantity of prac-
tices selected from subsection C, Section
XTI, which are in the cumulative goal
for the previous year, payment will be
made for attaining the goal for the year
in question in an amount equal to 75
percent of the yearly range-building
allowance.

Sec. I, Conditions of payment—A.
No payment will be made with respect to
any ranching unit for which the yearly
range-building goal does not include the
following practices and unless full per-
formance is shown for those practices on
that ranching unit.

1. Natural reseeding by limited graz-
ing to assure that 20 percent of the pal-
atable forage growth is retained at the
end of the grazing season on all range
land in that ranching unit, as indicated
by comparison with adjacent non-grazed
check-plot areas specified for the ranch-
ing unit, supplemented if specified in the
range-building goal by deferred or ro-
tational grazing, provided if deferred or
rotational grazing is specified for the
ranching unit the conditions of grazing
shall be as follows:

(a) Upon ranching units on which
cattle or horses are grazed, the area to
be kept free of grazing shall be fenced
and the fences maintained sufficiently to
prevent the enftry of livestock;

(b) on ranching units used exclusive-
ly for grazing sheep, either the area to
be kept free of grazing shall be fenced
and the fence maintained sufficienfly to
prevent entry of livestock or the entry of
livestock on the non-grazed area shall
be prevented by herding;

(¢) such practices shall not be appli-
cable to range land in the ranching unit
which normally is not used for grazing
during the period from the start of the
forage growth to seed maturity.

Provided further, if because of fire, insect
or rodent damage, or other uncontrolla~
ble causes, the palatable farage growth
in the check-plot areas is not representa-~
tive of the palatable forage growth upon
the range land in the ranching wmit at
large, no payment will be made with re-
spect to that ranching unit unless it can
be established by the operator that the

number of animal units grazed upon the
ranching unit during the grazing season
did not exceed the number of animal
units in the grazing capacity for that
ranching unit.

B. No payment will be made with re-
spect to any ranching unit unless the
performance for those practices which
are included as a part of the range-build-
ing goal and the respective yearly cumu-
lative goals for that ranching unit, but
not listed in stubsection C, Section X111,
is shown in the year specified and in a
manner satisfactory to the State and
county committee. )

C. Practices listed in subsection C,
Section XIII, which are a part of the
range-building goal and which are car-
ried out with labor or materials furnished
by any State or Federal agency shall not
be eligible in the year of performance
for meeting the range-building goal if
the portion of the labor or materials fur-
nished by any State or Federal agency
represents one-half or more of the total
cost of carrying out such practices, If
the portion of the labor or materials,
used in carrying out such practices fur-
nished by any State or Federal agency
represents less than one-half of the total
cost of carrying out such practices, one-
half of the amount of such practices
shall be eligible in the year of perform-
ance for use in attaining the range-build-
ing goal for the ranching unit. Labor,
seed, and materials furnished to a State,
political subdivision of a State, or any
agency thereof by an agency of the same
State shall not be deemed to have been
furnished by “any State
agency” within the meaning of
this paragraph.

D. No payment will be made with re-
spect to any ranching unit in excess of
the range-building allowance for such
ranching unit. No range-building prac-
tice shall be eligible for use in attaining
the range-building goal unless carried
out according to specifications recom-
mended by the State committee and ap-
proved by the Director of the North Cen-
tral Division. All such practices must be
in a proper state of maintenance at the
time of checking performance.

E. Payments made for attaining the
range-building goal for a ranching unit
shall not be subject to the provisions of
Section. 9 of. the Agricultural Conserva-
tion Program bulletin.

F. Payments for carrying out range-
building practices are conditioned upon
the adoption or maintenance of conser-
vative range management practices des-
ignated to secure or maintain a good
stand of grass or other palatable forage
plants and in bringing abouf such use of
the forage resources of the ranch as will
most effectively carry out the purposes of
the Soil Conservation and Domestic Al-
lotment Act. Payments under the 1939
Jones County, South Dakota, Range Con-
servation Program will be made only with
respect to those ranching units on which
the county committee certifies that such
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range manasgement practices have heen
followed.

Sec. IV. Changes in leasing arrange-
ments and other devices—No payment
will be made to any person who has for
1939 made any change from the 1938
leasing arrangements of range land for
the purpose of, or which would have the
effect of, diverting to such person any
payment to which any lessee would bo en«
titled if the 1938 leasing arrangements of
such range land were in effect for 1939,
If the State committee finds that any
person who flles an application for o pay-
ment pursuant to the provisions of the
1939 Jones County, South Dakota, Range
Conservation Program has made any
change from the 1938 leasing arrange-
ments of such range land or has em-
ployed any other scheme or device what«
soever for the purpose of, or which would
have the effect of, depriving any other
person of any payment or share therein
to which such other person otherwlse
would be entitled, the Secretary may
withhold in whole or in part from the
person participating in such & scheme or
device, or require such person to refund
in whole or in part, the amount of any
payment which has been or otherwise
would be made to stich person for per-
formance in connection with the 1930
Jones County, South Dakota, Range Con«
servation Program.

Sec. V. Eligibility for payment—A,
Persons eligible to file application—Ap-
plication for range-building payment may
be made only by ranch operators,
Range-building payments will be made
to (1) a sole ranch operator, or (2) each
ranch operator of & group of two or more
ranch operators, provided they all signify
in the application for the range-bullding
payment a percentum of the total pay-
ment to be made to each ranch operator,
In case there are two or more ranch op-
erators, the application must bs mado by
all of them, except that in cases whero
any ranch operator refuses to slgn the
application for payment the county come
mittee shall determine the percentage
share of each ranch operator and pay-
ment of his percentage share will be
made to each ranch operator applying for
payment in accordance with such deter-
mination.

B. Time and manner of filing applice-
tion and information required —Payment
will be made only upon application sub-
mitted through the county office. The
Secretary reserves the right (1) to with-
hold payment to any ranch operator who
fails to file any form or furnish any in«
formation required with respect to any
ranching unif in which such ranch opor«
ator is interested, and (2) to refuse to
accept any application for payment if
such. application or any other form or
information required is not submitted to
the county office within the time fixed
by the Director of the North Central
Division. At least two weeks' notice to
the public shall be given in advance of
the expiration of a time limit for flling
prescribed forms.
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C. Ezcess cotlon acreage—Any person
who knowingly plants cotton on his farm
in 1939 on acreage in excess of the cotton
acreage allotment established for the
farm in 1939 shall not be eligible for any
payment under the provisions of the
1939 Jones County, South Dakota, Range
Conservation Program. Any person hav-
ing an interest in the cotton crop on a
farm on which cotton is planted in 1939
on acreage in excess of the cotton acre-
age allotment; for the farm for 1939 shall
be presumed to have knowingly planted
cotton on his farm on acreage in excess
of such farm cotton acreage allotment
if notice of the farm allotment is mailed
to him prior to the completion of the
planting of cotton on the farm, unless
the farmer establishes the fact that the
excess acreage was planted to cotton due
to his lack of knowledge of the number
of acres in the tract(s) planted to cotton.
Such notice, if mailed to the operator of
the farm, shall be deemed to be notice
to all persons sharing in the production
of cotton on the farm in 1939.

SEec. V1. Payment restricted to effectu-
ation of the purposes of the program.—
All or any part of any payments which
otherwise would be made to any person
under the 1939 Jones County, South Da-
kota, Range Conservation Program may
be withheld (1) if he has adopted any
practice or been & party to the establish-
ment of any goals which the Secretary
determines tend to defeat any of the pur-
poses of this program, (2) if, by means
of any corporation, partnership, estate,
trust, or any other device, or in any
manner whatsoever, he has offset, or has
participated in offsetting, in whole or in
part, the performance for which such
payment is otherwise authorized, or (3)
if, with respect to forest land or wood-
land owmed or conirolled by him, he
adopts any practice which the Director
of the North Central Division finds is
contrary to sound conservation practices.

No payment will be made to any per-
son if it is determined, in accordance
with instructions issued by the Agricul-
tural Adjustment Administration, that
with respect to any ranch which he owns
or operates, the stand of grass has been
decreased or the forage, tree growth, or
watershed has been injured by overgraz-
ing in 1939.

Skc. VII. Payments computed and made
without regard to claims~—Any payment
or share of payment shall be computed
and made without regard to questions
of title under State law, without deduc-
tion of claims for advances (except as
provided in Section XI), and without re-
gard to any claim or lien against any
crop or livestock, or proceeds thereof, in
Tfavor of the owner or any other creditor.

Sec. VHOL Increase in small pay-
ments—The total payment computed for
any person for any year with respect to
any ranching unit shall be increased as
follows:

(1) Any payment amounting to Tl
cents or less shall be increased to $1.00;

(2) Any payment amounting to more
than 71 cents but less than $1.00 shall
be increased by 40 percent;

(3) Any payment amounting to $1.00
or more shall be increased in accordance
with the following schedule:

Increasein

Amount of payment computed: payment
$1.00 to 31.89 £0.40
$2.00 to £2.99 0.89
$83.00 to £3.99 1.20
$4.00 to £4.99 1.€0
$5.00 to $5.99. 2.00
$6.00 to £6.99 2,40
$7.00 to §7.99. 2.80
£8.00 to £8.99 3.20
$9.00 to £9.99 3.CD
$10.00 to $10.99 e 4.00
$11.00 to 811.99 4.40
$12.00 to §12.99 4.89
$13.00 to S13.99u e~ 5.2
$14.00 to $14.99. 5.€9
§$15.00 to $15.89 6.00
$16.00 to S16.99 6.49
$17.00 to $17.99 G.80
$18.00 to £18.99 7.20
$19.00 to $19.99 7.€0
$20.00 to $20.99 8.00

$21.60 to 521.99 8.21

$22.00 to 82298 e 8.40
$23.00 to $23.99. 8.€0
$24.00 to £24.89 8.€0
£25.00 to §25.99 9.00

$26.00 to $26.99 9.2
$27.00 to $27.60
$28.00 to $28.99

$29.00 to £29.99 9.80
$30.00 to $30.99 10.00

$31.00 to $31.99 10.2

$32.00 to $32.99 10.40
§33.00 to $33.99. 10.€9
$34.00 to $34.93, 10.89
$356.00 to £35.90 = 11,00
£36.00 to £36.99. 11.2

£37.00 to $37.99 11.40
$38.00 to £38.99 11.€0
$39.00 to $39.99 11.80
$40.00 to £40.99 12,00
$41.00 to £41.99 12,10
$42.00 to $42.89 12.20
$43.00 t0 $43.99 e - 12.30

$44.00 to £44.99 12,40
$45.00 to $45.99
$46.00 to £46.99
$47.00 to £47.99
$48.00 10 §48.99. v v

$50.00 to $50.99

$51.00 to £51.89 13.10
$52.00 to $52.99 13.29
$53.00 to $53.99 13.30

$54.00 t0 $54.99 v
$55.00 to £55.99

$56.00 to $56.99.

$57.00 to £57.99

$58.00 to 858.99.

$59.00 to $59.99.

$60.00 t0 $185.99 e
3186 .00 to $199.99_.... Increacg to 20@ 00
No increzse

Sec. IX. Payments limited to $10,000.—
The total of all payments made in con-
nection with programs for 1939 under
Section 8 of the Soil Conservation and
Domestic Allotment Act to any individual,
partnership, or estate with respect to
farms and ranching units located within
a single State, Territory, or poscession,
shall not exceed the sum of $10,000. The
total of all payments made in connection
with programs for 1939 under Section 8
of the Sofl Conservation and Domestic Al-
lotment Act to any person other than an
individual, partnership or estate with re-
spect to farms, ranching units, and tur-
pentine places in the United States (in-
cluding Alaska, Hawail, and Puerto Rico)
shall not exceed the sum of $10,000.
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All or any part of any payment which
h2s been or otherwise would be made to
any person under the 1939 Agricultural
Conservation Prozram, including the
Range Conservation Prozram, may be
withheld or required to be returned if he
has adopted or participated in adopting
any scheme or device, including the dis-
solution, recrganization, or formation of
any corporation, partnership, estate,
trust, or by any other means, which was
desiened to evade, or would have the ef-
fect of evading, the provisions of this
section.

Sec. X. Deductions for association ex-
penses—There shall be deducted pro rata
from the payments with respect to any
ranching unit all or such part as the Sec-
retary may presceribz of the estimated ad-
ministrative expanses incurred or to ke
incurred by the county agricultural con-
servation assoclation in the county in
which the ranching unit is located.

Sec. X1 Assignments—Any person who
may be entitled to any payment in con-~
nection with the 1939 Jones County,
South Dakota, Range Conservation Pro-
gram may assign his interest in such
payment as security for cash loaned or
advances made for the purpoese of financ-
ing the making of a crop in 1839. No
such assicnment will b2 recoznized unless
the assignment is made in writing on
Form ACP-69 in accordance with the
instructions (ACP-70) issued by the
Agricultural Adjustment Administration.

Nothing contained in. this Section XI
shall be construed fo give an assignee
a right to any payment other than that
to which the ranch operator is enfifled
nor shall the Secretary or any disbursing
agent be subject to any suif or liability
if payment is made to the ranch operator
without rezard to the existence of any
such assignment.

Sec. XIXI. Establishment of grazing
capacities—There shall bz established a
grazing capacity for each ranching unif
for which an application for determina-
tion of grazing capaclty Is received on
or before a date established by the Di-
rector of the North Central Division as
affording reasonable opportunity for the
filing of such applications. In determin-
ing grazing capacity, consideration shall
be given to the following: (2) composi-
tion, palatabilify, and density of forage
growth; (b) climatic fluctuations; (c)
distribution and character of watering
facilities; (d) topozraphic and cultural
features; (e) prezence or absence of
rodents and poiconous plant infestations;
and (f) number and classes of livestock
previously carried. The average of the
Individual grazing capacities established
for all ranching units in a county shaill
not exceed the county average grazing
capacity limit established by the Agri-
cultural Adjustment Administration on
the basls of avallable statistics.

Sec. XIII. Establishment of range-
building goals—A. Range-building
goal—There shall bz established for
each ronchine unit a range-building
goal which will be that range-building
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goal established for the ranching unit
under the provisions of the 1938 Jones
County, South Dakota, Range Conserva-
tion Program, except in the event of a
change in identity of the ranching unit
or a change in conditions affecting the
range conservation needs of that ranch-
ing unit, after the establishment of the
range-building goal, in which case a new
range-building goal shall be established
for the ranching unit. This range-
building goal shall consist of that list
of practices, requirements, and methods
of range management most suited to the
promotion of an economic and conserva-
tion use of the range, and the assurance
that the range will not be stocked in
excess of the sustainable grazing capac-
ity of the range land in the ranching
unit. This goal shall be one which is
attainable at least by the end of 1940,
but shall not be one which is attaina‘ple,
within the limits of the range-building
allowance, prior to 1940 unless it can
be shown that the performance of addi-
tional range-building practices or of
additional units of the same rangg-build—
ing practice will contribute nothing fur-
ther to the effectuation of the purposes
of this program. This goal shall in-
clude only those practices the perform-
ance of which is to occur during the
period November 1, 1937, to October 31,
1940. ‘'This goal shall be developed at
the beginning of the 1939 grazing season
by the State and county committees and
the ranch operator.

B. Yearly cumulative goal—Within
the range-building goal, and subject to
approval by the State committee, yearly
cumulative goals shall be established for
each ranching unit which shall be used
as a basis for determining performance
in each respective year. For each ranch-
ing unit the yearly cumulative goals shall
be those goals established for the ranch-
ing unit under the provisions of the 1938
Jones County, South Dakota, Range
Conservation Program, except in the
event of a change in identity of the
ranching unit or a change in conditions
affecting the range conservation needs
of that ranching unit, after the establish-
ment of these cumulative goals, in which
case new yearly cumulative goals shall be
established for the ranching unit. These
yearly cumulative goals shall accumulate
in the least number of years possible to
the range-huilding goal for the ranching
unit. The yearly cumulative goals shall
be such as to require performance in
keeping with the size of the range-build-
ing allowance., The county committee
shall not establish for any ranching unit
a yearly cumulative goal consisting of
practices selected from subsection C,
Section XIIT, in excess of the quantity of
practices selected therefrom in the year-
1y cumulative goal for the preceding year,
unless the performance required to at-
tain such goal is reasonably commensu-
rate with fhe additional payment which
will be made for that performance. The
yearly cumulative goal for any year shall
be deemed to have been accomplished, if

at the time of checking performance for
that year, the practices outlined in the
goal are found to have been carried out
and maintained on the ranching unit in
accordance with the specifications set
forth for such practices. For this pur-
pose it is to be assumed that perform-
ance of the practice “natural reseeding
by limited grazing” and its attendant re-
quirements as indicated in Section III, A,
1, is worth 40- percent of the yearly
range-building allowance. In estab-
lishing the yearly cumulative range-
building goal the practices listed in sub-
section C below, with the assigned rates
shall be used as a guide. No rates shall
apply to other requirements or practices
but shall be considered necessary con-
tributions of the ranch operator upon
which all payments are contingent.

C. Range-building practices—1. Re-

seeding of range land.—a. Reseeding de-
pleted range land with good seed of
adapted varieties of range grasses, le-
gumes, or forage shrubs: $0.20 per pound
specified but not in excess of $2.00 per
acre.
. 2. Erosion and run-off control—b. (1)
Contour listing, furrowing, or subsoiling:
For listing, furrowing, or subsoiling
range land on the confour: $0.50 per
acre. o

c. Spreader dams and terraces: For
constructing spreader dams and spread-
er terraces alone or in combination with
each other for the diversion of surface
water to prevent soil washing of range
land:

(1) Spreader dams: $0.15 per cubic
yard of material.

(2) Spreader terraces $0.40 per 100
linear feet. .

3. Development of Stock Water on
Range Land.—d. Excavations, dams, or
fills:

For constructmg dams, fills, or exca-
vations for the purpose of supplying
water for range livestock. This practice
shall not be eligible for use in attaining
the range-building goal wunless per-
formed according to specifications out-
lined by the Sfate Committee and ap-
proved by the Director of the North
Central Division: $0.15 per cubic yard
of fill or excavation.

e. Wells—(1) For drilling or digeing
wells with casing not less than 4 inches
in diameter, for the purpose of providing
water for range livestock. This practice
shall not be eligible for use in attaining
the range-building goal unless a wind-
mill or power pump is installed and the
water is conveyed to a tank or storage
reservoir or if the well is developed at
ranching unit headquarters. The de-
velopment of an artesian well which pro-
vides adequate stock water during the
grazing season and from which the water
is conveyed to a tank or frough will be
considered equivalent to a well for which
a windmill or power pump is installed
and the water is conveyed to a tank or
storage reservoir: $2.00 per linear foof.
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(2) For drilling or digging wells with
casing less than 4 inches but not lesy
than 2 inches in diameter, for tho pur«
pose of providing water for range lve-
stock. This practice shall not be cli-
gible for use in sattaining the range-
building goal unless a windmill or power
pump is installed and the water is con-
veyed to a tank or storage reservolr or if
the well is developed at ranching unit
headquarters, The development of an ar-
tesian well which provides adequate stoclc
water during the grazing season and
from which the water is conveyed to o
tank or trough will be considered equiva-
lent to a well for which o windmill or
power pump is installed and the water is
conveyed to a tank or storage reservoir:
$1.00 per linear foot.

Sec. XIV. Appeals—Any person may’
within 15 days after notice thereof ig
forwarded to or available to him request
the county committee in writing to re-
consider its recommendation or deter-
mination with respect to any of the fol«
lowing matters affecting any ranching
unit in which he has an interest: (a)
eligibility to file an application for pay-
ment, (b) grazing capaclty established
for the range land in such ranching unit,
or (¢) any other matter affecting the
right to or the amount of his payment
with respect to the ranching unit, The
county committee shall notify such per-
son of its decision in writing within 15
days after receipt of such written re-
quest for reconsideration. If such per-
son is dissatisfled with the decision of
the county committee, he may, within
15 days after such decision is forwarded
to or made available to him, appeal in
writing to the State committee. The
State committee shall notify such person
of its decision in writing within 30 days
after the receipt of the appeal. If such
person is dissatisfied with the decision of
the State committee he may, within 15
days after such decision is forwarded to
or made available to him, request the
Director of the North Central Division
to review the decision of the State
committee.

Sec. XV. Stale and regional bulletins,
instructions, and forms—The Agricul«
tural Adjustment Administration is here-
by authorized to make such determina-
tions and to prepare and issue such bulle«
tins, instructions, and forms as may be
required pursuant to the provisions here
of in administering the 1939 Jones Coun~
ty, South Dakota, Range Conservation
Program.

Sec. XVI. Definitions—For the pur-
pose of the 1939 Jones County, South
Dakota, Range Conservation Program
unless the context otherwise requires;

Secretary means the Secretary of Ag«
riculture of the United States.

North Central Region means the area
included in the States of 1liinols, Indiang,
Yowa, Michigan, Minnesota, Missourd,
Nebraska, Ohio, South Dakota, and
Wisconsin.

North Central Division means the Dl
vision of the Agricultural Adjustment Ad-
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ministration in charge of the 1939 Agri-
cultural and Range Conservation Pro-
grams in the North Central Region.

Director of the North Central Division
means the director of the division of the
Agricultural Adjustment Administration
in charge of the 1939 Agricultural and
Range Conservation Programs in the
North Central Region.

State commitiee means the group of
persons designated for any State to assist
in the administration of the 1939 Agri-
cultural Conservation and the 1939 Range
Conservation Programs in such State.

County commitiee means the group of
persons elected for any county to assist
in the administration of the 1939 Agri-
cultural Conservation Program and the
1939 Range Conservation Program in
such county.

Person means an individual, partner-
ship, association, corporation, estate, or
trust, and wherever applicable a State,
a political subdivision of a State, or any
agency thereof.

Range building goal means that goal

established for the ranching unit under
the provisions of subsection A, Section
XT1T.
Cumulative goal or yearly cumulative
goal is that goal established for the
ranching unit for each year, 1939 and
1940, under the provisions of subsection
B, Section XTII.

Range-building payment means a pay-
ment for the attainment of the yearly
cumulative goal approved for the ranch-
ing unit.

Range-building allowance means the
largest amount for any ranching unit
which may be earned in any one year as
a range-building payment on such ranch-
ing unit.

Ranch operator means a person who
as owner, cash tenant, or share tenant
operates, or a person who acts in simi-
lar capacity in the operation of, a ranch-
ing unif in 1939.

Range land means any land in which
a ranch operator has such a legal estate
or interest as to give him control there-
of, which produces forage grazed by
range livestock, without cultivation or
general irrigation. Range land shall not
include public domain of the United
States, and other lands in which the
beneficial ownership is in the United
States.

Ranching unit means all range land
which is used in 1939 by the ranch op-
erator as a single unit in producing
range livestock, with machinery, work-
stock, and labor substantially separate
from that of any other range land. The
ranching unit shall consist of not less
than 640 acres of range land. A ranch-
ing unit shall be regarded as located in
the county in which its principal dwell-
ing is situated, or if there is no dwelling
thereon it shall be regarded as located in
the county in which the major portion
of the ranching unit is located.

Animal unit means one cow, one horse,
five sheep, or five goats, or the equiva-
lent thereof.

No.28——11

Grazing capacity of range land means
the number of gnimal units which such
land will sustain, on a 12-month basls,
over a periocd of years without decreas-
ing the stand of grass or other grazing
vegetation, and without injury to the
forage, tree growth, or watershed.

Done at Washington, D. C., this &th
day of February, 1939. Witness my
hand and seal of the Department of
Agriculture.

[SEAL] H. A. WALLACE,
Secretary of Agriculture.
[F. R. Doc. 39-474; Filcd, February 8, 19393;
12:31 p. m.}

FEDERAL POWER COJMMISSION.
¢ [Docket No, G-114]

PuBLIC SERVICE CONILIISSION OF THE STATE
oF NEw YoRrK, COLPLARVANT, V. NEW
YoRrRK STATE NATURAL Gas CORPORATION,
DEFENDANT.

ORDER FIXING DATE OF HPARING
Fesruary 7, 1939.

Commissioners: Clyde L. Seavey, Act-
ing Chairman; Claude L. Draper, Basil
Manly, John W. Scott.

Upon complaint filed with the Com-
mission on November 28, 1938, by the
Public Service Commission of the State
of New York against the New York State
Natural Gas Corporation, and upon the
answer to said complaint filed with the
Commission on December 28, 1938, by the
New York State Natural Gas Corpora-
tion;

The Commission orders that: A public
hearing in this proceeding be held on
February 27, 1939, at ten o'clock A. M.,
in the offices of the Public Service Com-
mission of the State of New York, 20
Centre Street, New York City.

By the Commission.

[seaL] Leorr M. Foquay,
Sceretary.
{F. R. Doc. 33-465; Flled, February 8, 1639;

3:21 p. m.]

[Project No. 16.]

In THE MATTIER OF THE INracana Farns
Power Corpany

ORDER FIXING DATE OF HEARING

Fesruary 8, 1939,

Commissioners: Clyde L. Sgavey, Act-
ing Chairman; Claude L. Drapzr, Basil
Manly, John W. Scott.

Upon further consideration of the ap-
plication of The Niagara Falls Power
Company for amendment of license for
Project No. 16 to divert an additional
275 cubic feet of water per second
through the project; and

It appearing that the previous hearing
upon the aforesaid application was con-
tinued to g date to be fixed by the Com-~
mission upon not less than fifteen days'
notice;
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The Commission orders that:

The hearing on the aforesaid applica-
tion b2 resumed on March 15, 1939, at
10:00 a. m. in the Heariny Room of the
Commission, 1800 Pennsylvania Avenue
NW., Washington, D. C., for the follow/-
ing purpases:

(1) To determine whether or not the
plans of the applicant for the use of the
275 c. f s. of water applied for throush
existing lcensed project works and in
connection with its use of 19,725 c. f. s.
already under license are best adapted to
the mest comprehensive plan for im-
proving or developinz the INiazara
River for the use or bznefit of interstate
or forelsn commerce and for the im-
provement and utilization of water power
develspment of that river, and for other
beneficial public uses, includinz recrea-
tional purposes;

(2) To determine whether or not szid
plans are best adapted to develop, con-
serve, and utilize in the public inferest
the navigation and water power resources
of the re~ion;

(3) To investizate the terms and con-~
ditions of all contracts or agreements for
the sale or lease of mechanical or electric
energy from sald project No. 16, and to
determine the operation and effect of the
provisions of any such contracts or agree-
ments, particularly as relating to the sale
or lease of mechanical energy or to the
limitation of the output of electric enersy,
the restraint of trade, or the fixing, main-
taining or increasing of prices for elec-
tric energy or service, and effect thereof
with reference to said proposed amend-
ment;

(4) To determine the bearing on (1),
(2), and (3), above, of the applicant’s
stock ownership, intercorporate relation-
ships and affiliatipns;

(5) To determine whether the appli-
cant in all other respects has fully com-
plied with the provisions of the Federal
Water Power Act of 1920, with tha$ Act
as amended on August 26, 1935, with the
rules, regulations and orders of the Com-
mission and with the terms of th= license
together with any amendments thersof,
which Heense it now seeks to amend, and
with the terms of any temporary parmits
under which water has been or is bzing
divertzd through project No. 16.

By the Commission.

[scav) Lo M. Fuquay,
Secretary.
[F. R. Dae. §33-471; Filcd, February 9, 1933;

12:03 p. m.]

[Docket No. G-122]

Irt THE MATTER OF APPLICATION OF LOUIS-
IAxA-NEVADA TRANSIT COMPANY

ORDER FIXING DATE OF HEARING

Feenuary 8, 1939.

Commilssioners: Clyde L. Seavey, Act-
ing Chairman; Claude I. Draper, Basil
Manly, John W. Scott.

Upon application filed on January 12,
1039, by the Louisiana-Nevada Transit
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Company, a Nevada corporation, for a
certificate of public convenience and ne-
cessity to authorize the construction of
g, natural gas pipe line from a point in
the Cotton Valley Field, Webster Parish,
State of Louisiana, to Okay, Howard
County, Arkansas;

The Commission orders that:

A public hearing on said application
be held on February 23, 1939, at 10
o’clock a. m., in the hearing room of the
Federal Power Commission, Hurley-
Wright Building, 1800 Pennsylvania Ave-
nue, NW., Washington, D. C.

By the Commission.

[sEAL] Leon M. Foquay,
Secretary.
[F. R. Doc. 39-472; Filed, February 9, 1939;

12:03 p. m.]

SECURITIES AND EXCHANGE COM-
MISSION. .

United States of Americaf—Before. the
Securities and Exchange Commission

At a regular session of the Securities
and Exchange Commission, held at its
offices in the City of Washington, D. C.,
on the 8th day of February, A. D. 1939.

[File No. 1-2964]

In TEE MATTER OF THE REGISTRATION OF
TRANSAMERICA CORPORATION CAPITAL
Stock $2 Par VALUE

ORDER AMENDING ORDER FOR HEARING

It is ordered that the order designated
“Order for Hearing and Designating
Officer to Take Testimony” issued in the
above entitled cause, and authorized by
the Commission on the 22nd day of No-
vember, 1938, as amended on January
21, 19397 be, and the same is, hereby
further amended by adding immediately
preceding Item XTI thereof the follow-
ing paragraph to be designated as Item
X-A: -

X-A. Item 1 (a) of Form 24-K re-
quires the registrant to list all of its sub-
sidiaries and to indicate the respective
percentages of voting power or other
bases of control. The Instruction Book
for Form 24-K defines a “subsidiary”
of a specified person as an affiliate con-
trolled by such person, directly, or in-
directly through one or more intermedi-
aries; and “affiliate” of a specified per-
son is defined as a person that directly,
or indirectly through one or more in-
termediaries, controls or is controlled by,
or is under common control with, the
person specified; the term “control”
(including the terms “controlling”, “con-
trolled by” and “under common control
with”) is defined to mean “the posses-
sion, direct or indirect, of the power to
direct or cause the direction of the man-
agement and policies of a person,
whether through the ownership of voting
securities, by contract, or otherwise.”

13 F. R. 2809 DI; 4 F. R. 433 DI,

The Commission has 1reasonable
grounds to believe that for several years
prior to July 15, 1937, the registrant
owned, directly or through a wholly-
owned subsidiary, 99.65% of the out-
standing capital stock of Bank of Amer-
ica, National Trust and Savings Associa-
tion; that on or about July 15, 1937, the
registrant distributed to its own stock-
holders approximately 58% of the
stock of Bank of America National Trust
and Savings Association thus owned by
it; that from July 15, 1937, to the date of
the filing of the annual report, registrant
has continued to hold approximately 42%
of the outstanding capital stock of Bank
of America National Trust and Savings
Association while the remaining 58% has
been held by approximately 150,000
stockholders, no one of whom holds as
much as 1% of the stock. The Commis-
sion further has reasonable grounds to
believe that the officers and directors of
Bank of America National Trust and
Savings Association remained substan-
tially the same after the distribution by
the registrant of 58% of its holdings in
the stock of the Bank as they had been
prior to such distribution; that during
1937 and at the date of the filing of the
annual report A. P, Giannini was Chair-
man of the Board of both the registrant
and of Bank of America National Trust
and Savings Association, L. M. Giannini,
the son of A. P. Giannini, was president
of Bank of America National Trust and
Savings Association, and that many of
the officers and directors of Bank of
America National Trust and Savings As-
sociation were also officers and directors
of the registrant or of its wholly-owned
subsidiaries; that a substantial portion
of the business and activities of Bank of
America National Trust and Savings As-
sociation during 1937 and at the date of
the filing of the annual report has been
effected with the registrant and its
wholly-owned subsidiaries.

It therefore appears to the Commission
that during the entire year 1937 and at
the date of the filing of the annual report,
the registrant possessed the power to di-
rect or cause the direction of the man-
agement and policies of Bank of America
National Trust and Savings Association,
and that registrant’s omission in its re-
sponse to Item 1 (a) of its annual report
on Form 24-K to list Bank of America
National Trust and Savings Association
as a subsidiary of the registrant renders
the response materially false and mis-
leading,

It is further ordered that a copy of this
order be served upon counsel for the reg-
istrant eight days prior to the time the
matter covered in this order is made the
subject of inquiry in the hearing pend-
ing before the Trial Examiner, Henry
Fitts, Esq., in this proceeding.

By the Commission.

[sEAL] Francis P. BRASSOR,

Secretary.

[F. R. Doc, 39-469; Filed, February 9, 1939;
11:18 a. m.]
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United States of America—Before the
Securjtias and Exchange Commission

At o regular session of the Securities
and Exchange Commission held at its
office in the City of Washington, D. C,,
on the 8th day of February, A. D. 1939,

[File No. 43-180]

IN THE MATTER OF SOUTHERN NATURAL
Gas Corpany

NOTICE OF AND ORDER FOR HEARING

A declaration pursuant to section 7 of
the Public Utility Holding Company Act
of 1935, having been duly filed with this
Commission by the above-named party:

It is ordered, That a hearing on such
matter be held on February 23, 1939, af
ten o’clock in the forenoon of that day,
at the Securities and Exchange Bulld-
ing, 1778 .Pennsylvania Avenue NW.,
Washington, D, C. On such day the
hearing-room clerk in room 1102 will
advise as to the room where such hear-
ing will be held. At such hearing, if in
respect of any declaration, cause shall
be shown why such declaration shall bo-
come effective. .

It is further ordered, That Willls &,
Monty or any other officer or officers of
the Commission designated by it for that
purpose shall preside at the hearings in
such matter, The officer so designated
to preside at any such hearing is hereby
authorized to exercise all powers granted
to the Commission under section 18 (o)
of said Act and to a trial exeminer
under the Commission’s Rules of Prace-
tice to continue or postpone sald hear-
ing from time to time.

Notice of such hearing is hereby glven
to such declarant or applicant and to
any other person whose participation in
such proceeding may be in the public
interest or for the protection of investors
or consumers, It Is requested thot any
person desiring to be heard or to be ad«
mitted as a party to such proceeding
shall file a notice to that effect with tho
ﬁ;)mmission on or before February 18,

39.

The matter concerned herewith is in
regard to a declaration filed by Southern
Natural Gas Company, a registered hold=
ing company, regarding the issue and
sale of a 4146% Collateral Note, matur-
ing serially from December 31, 1939 to
December 31, 1942, to the First National
Bank of Birmingham, Alabama,

The serial matutities are as follows:

December 31, 1039 e cemcacaan $100,000
June 30, 1940 100,000
December 31, 1940 100,000
June 30, 1941 160,000
December 31, 1941 160,000
June 30, 1942 160,000
December 31, 1942 150,000

It is stated that the note might bo
issued in the initial amount of $1,000,000
in which event the first installment of
$100,000 will mature on June 30, 1939,

It is further stated that sald note will
be secured by the following securities of
declarant’s subsidiary, Alabama Cag
Company, viz.
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All of its capital stock, i. e., 60,000
shares of Common Stock without par
value.

$1,500,000 principal amount 61%% In-
come Note dated July 1, 1936 due July 1,
1956.

Tt is further stated that all the proceeds
of such loan will be applied to the pay-
ment of declarant’s 412% Collateral
Note now outstanding in the principal
amount of $1,475,000, maturing $175,000
on June 1, 1939, $175,000 on December 1,
1939 and $1,125,000 on June 1, 1940.

It is further stated that the remainder
of the amount necessary to pay the prin-
cipal of the note now outstanding will be
supplied from declarant’s current funds.

By the Commission,

[sEar] Francis F. Brassor,
Secretary.
[F. R. Doc. 39—470; Filed, February 9, 1939;

11:18 a. m.|

United Staies of America—Before the
Securities and Ezchange Commission

At a regular session of the Securities
and Exchange Commission held at its
office in the City of Washington, D. C,,
on the 9th day of February, A. D. 1939.

[Public Ttility Holding Company Act of 1935]

In THE MATTER oF THE Unirep TELE-
- PHONWE AND ELECTRIC COMPANY

Including related matters arising upon
the following designated applications:

William C. A. Henry, File No. 55-13;
B. F'. Napheys, Jr., File No. 55-13; Stew-
art Lynch, File No. 55-13; Clyde L. Paul,
File No. 55-15; Haysler A.Poague, File No.
55-16; J. K. Johnston, File No. 55-17;
Richards, Layton & Finger, File No. 55—
18; A. E. Buenning, File No. 55-19; El-
liott S. Belden, File No. 55-19; D. J.
Eisenhower, File No. 55-19; A. Z, Patter-
son, File No. 55-20; Henry S. Buzick,
File No. 55-21; John W. Huxley, Jr., File

No. 55-22; Planiers State Bank, Filc No.
55-23; R. W. Samuelson, File No. 55-24;
Clarence A. Southerland, File No, 55-
25; Burch, Litowich & Royce, File No.
55-26; Louis R. Gales, File No. 55-27;
Louis R. Gates, File No. 55-28; B. I.
Litowich, File No. §5-29; Henry S. Buzick,
R. W. Samuelson and R. V7. Dockstader,
acting as Buzick: 7S, Preferred Steclk-
holders Committee, File No. 55-30; The
Union National Banl;, File No. 55-31;
Bowersock, Fizzell & Rhodes, File No.
55-32; Bowersock, Fizzell & Rhodes, Filc
No. 55-33; R. W. Dockstader, File No.
55-34; Haslins & Sells, File No. 55-35.

Ira C. Snyder, File No. 55-36; Ben
Polson, File No. 55-37; Albert Nordstrom,
File No. 55-38; Gertrude Cordts, File No.
55-39; Marvel, Morjord and Logan, File
No. 55-40; Howard Duane, File No.
55-41; Herring, BMorris, James & Hitch~
erns, File No. 55~42; James Vance
Humphrey, File No. 55-43; C. W. Floyd
and James Tod, File No. 55-44; Polson
7% Preferred Stockholders Protective
Committee, File No. 55-45; The Union
National Banl; of RIanhaltan, Kansas,
File No. 55-46; The Alen 6, Prejerred
Stockholders Protective Cominiltee, File
No. 55-47; Donald L. Pellis, File No. 55~
48; The Omaha National Banl:, File No.
55-49; Hal E. Harlan, File No. 55-50;
Henry J. Allen, File No. 55-51; William
Ritchie, File No. 55-52.

SECOND SUPPLEMENT NOTICE OF AND
ORDER FOR HEARXNG

The Commission having issued a Notice
of and Order for Hearing in the above-
entitled matter, dated February 1, 1939,
and also having issued a Supplemental
Notice of and Order for Hearing, dated
February 6, 1939; * and

In such Notice of and Order for Hear-
ing, dated February 1, 1939, it was stated
that the Buzick 755 Preferred Stock-
holders Committee sought reimburse-
ment for the expenses of such Committee
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in the maximum amount of $7,950.63 and
wherefore it now appears that such
Buzick 765 Preferred Stockholders Com-~
mittee Is szekingy reimbursement for its
expenses in the maximum amount of
£8,087.63 plus interest at 69 per annum
upon $7,000 from October 26, 1937 and
interest upon $1,000 at 6% from Sep-
tember 6, 1938; and

In such Notice of and Order for Hear-
ing, dated February 1, 1939, it was stated
that R. W. Samuelson sought compen-
sation in the maximum amount of $5,000, -
whercfore it now appears that the appli-
cation of R. W. Samuelson sseks com-
pensation in the maximum amount of
$5,000 for his services as a membar of the
Buzlek 7¢5 Preferred Stackholders Com-~
mittee and an additional $5,000 as maxi-
mum compznsation for his services as 3
member of the Board of Reorganization
Managers; and

In the Notice of and Order for Hear-
ing, dated February 1, 1939, it is stated
that B, ¥. Napheys, Jr., counsel to the
Trustee, sousht reimbursement for ex-
pepses in the maximum amount of
$2,738.41, wherefore it now appears that
B. F. Napheys, Jr. is seeking reimburse-
ment for his expenses in the masimum
amount of $2,768.49; and

It now appears that A. E. Buenning,
Ellictt S. Belden, D. J. Eisenhower, act-
ing as the Common Stockholders Protec-
tive Committee, are seeking reimburse-
ment for expens:s in the maximum
amount of $2,750 because of advances
made to the Reorganization Managers;

It is ordered That the changes and
corrections as set out above be made in
the Notice of and Order for Hearing,
dated February 1, 1939, and the Sup-
plemental Notice of and Order for Hear-
ine, dated February 6, 1939.

By the Comimission,

[seaL] Frarcas P. Brassoz,

Secretory.

[P. R. Dac. 39-473; Filed, February 8, 1333;
12:25 p. m.}






